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Deb M. Takes, Interim President and Chief Executive Officer

Dear Shareholders:

The past vear was one of change at Harleysville National
Corporation—new partners, new products and product
enhancements and breaking ground on two new branch
locations. Setting our sights on future growth, we will
build upon these accomplishments, via our traditional
retail and corporate banking units and Millennium
Wealth Management and Private Banking.

Continued Strong Performance

Amongst these new developments, our team has staved
focused on delivering the financial resulis you expect
[rom your company. Each change has been enacted with a
watchful eye toward our bottom line. Our efficiency ratio
continues to compare favorahly to our peers and we
remain committed 0 rewarding our sharcholders. In
addition to our steacly dividend payouts in 2006, we also
were honored for our performance by NASDAQ and The
Staton Institute, gaining inclusion on NASDAQY's new
Global Select Market and receiving “Farnings All-Star,”
“Dividend AllStar,” "America’s Smartest Companies,” and
“*Super 50" Team™ distinctions from Staton.

Achievements and Honors

¢ Total cash dividends paid and deciared

during 2006 were $.752 per share, o 5.0%
increase from the $.718 per share paid last year.

Dividend numbers have been adjusted 1o reflect the 5%
common stock dividend paid in September 2006 and
Septenber 2003.

* We were named inaugural members of the new
NASDAQ Global Select Market, the highest-
ranking tier for NASDAQHisted companies.

* For the sixteenth year in a row, Harleysville
National Corporation was recognized in America’s
Finest Companies, an investment guide produced
by The Staton Institute, iInc. Less than two percent of
the nation’s 19,000 public corporations are
selected for inclusion in the guide.

Cornerstone Companies

On January 13, 2006, we completed our acquisition

of the Cornerstone Companies, registered investment
advisors for high net worth, privately held business
owners, wealthy families and institudonal clients.
Located in Lehigh Valley, Pennsylvania, the firm
specializes in providing sophisticated open architecture
asset management platforms, business succession and
estate planning services, life insurance sales and
compensation and benefits consulting. Cornerstone has
played a leading role in growing our noninterest income.
Their unique approach and broad range of services have
helped us add value for our current wealth management
customers by introducing new services such as succession
planning, employee benefits mapagement and insurance
sales o our commercial customers, further deepening
our relationships with them.

Growing our Commercial Banking Focus

In an effort 1o support our growth and help drive major
strategic initiatives, we've made several key enhancements
to our conunercial banking vnit. Major developments
include a strengthened focus on commercial real estate
lending and the implementalion of a streamtined
commercial loan approval process by medifying lending
authorities and adding more specific delinition to the
cotnmercial chain of approval.
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Last April, Gary Fox joined Harleysville National Bank as
Senior Vice President, Commercial Real Estate Manager,
Since then, Gary, under the direction of Executive Vice
President and Chiel Lending Officer, Lewis Cyr, has led
the effort to manage our commercial real estate portfolio
by growing new relationships and expanding our
olferings 1o current customers. With the dedicated focus
of Gary and his team, we are committed to maintaining
strong credit quality.

To help accelerate the commercial loan approval process,
we implemented a Small Business Application Processing
System, This systemn allows us (o process small business
applications up o $250,000 and render the decision in a
fraction of the time it used 10 take—in most cases the
same day. This streamlined process wilk allow our lenders
to focus on growing and maintaining relationships, while
offering our commercial and small business customers the
convenience and service they deserve.

To further improve our responsiveness {0 borrowers,
boost efficiency and better assess and manage loan risk,
we updated our commercial lending organizational
structure and comumercial loan approval process. The key
changes involve more reliance on those bankers closest

to the borrower and less on a committee approach,
allowing structural and risk issues to be addressed sooner,
and hastening the decision-making process, both to the
customer’s and our benefit. The culmination of these
commercial ¢enhancements will provide us with the tools
we need to focus on delivering results within this straregic
growth area.

Adding Value Through Relationships

Our Milennium Wealth Management group made
significant inroads in growing relationships with their
respective customer base, adding (o our bottom line. They
have accomplished this via the many trust, benefits,
insurarnce, succession planning. consulting and investment
management olferings provided for business owners and
high net worth clients through the trust and invesunent
management area, To add value to our wealth
management oflerings, we recently introduced Delaware
Trust capabilities. Delaware’s favorable tax laws offer a
host of advantages to wealthy individuals, corporate
exccutives and professionals in the form of reduced 1ax
liability and asset protection. Because Millennium is one
of a select few organizations (o offer the Delaware
Advantage, we can present a significan differentiating
value to our customers. We will continue to explore new
ways 10 add to our range of wealth management products
and services, including acquisition and partnership
opportunities with wealth management organizations.

To support our commercial initiatives and grow new
wealth management relationships, we welcomed some
new members to the Millennium Wealth management
team. We recently appointed three new managing
directors o lead Millennium's Trust, Investment
Management and Private Banking divisions. Longtime
cmployee, Walter W. Henkel, CFC, was appointed
Managing Director of Trust Services, overseeing
Millennium'’s Trust and Esiate Settllement areas,
supervising the Trust group staff and growing and
naintaining customer relationships. A 45-plus year
veteran of the financial services industry, Walter has

the knowledge and experience to serve our customers
well. james E. Quillen, CFP*, assumed the role of
Managing Director, Invesunent Management. Jim has
been with Millennium for several years, actively
contributing to the creation and management of i
investrnent policy, while providing financial planning
services (o high net worth clients. Carol R, Coles, former
Corporate Lending Manager and Commercial Credit
Product Manager for Harleysville National Bank, has
taken on the role of Managing Director, Private Banking.
Her commercial credit and relationship management
skills made her a fine choice for handling business
mvestment foans, personal and commercial morlgages.
home equity loans and business transition loans in a
private banking service environment. Together with our
entire Millennium team, each will play a leading role in
giving valuable exposurce to our tolal capabilities, a

continuing key growth area for 2007,
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New branch offices will look similar to the one above.
Inside, customers will see fresh signage, new technology and
eye-catching messages.




Market Expansion

Another focus for relationship growth is market
expansion. Through our market evaluation process,

we identified further expansion within Bucks and
Montgomery Counties as a priovity. The markets’
demographics and projected growth statistics offer
valuable opportunities o build retail, commercial and
wealth management relationships. Previously announced
plans to build a new location in Warminster, Bucks
County, are underway with an anticipated spring 2007
opening. The office is currently under roof at its location,
ncar the intersection ol Street and Jacksonville Roads.

We are happy 1o report that we located another Bucks

County site and plan to construct a branch ar the
intersection of Tiws and Easion Roads (Route 611) in
Warrington., We project a 2008 opening. In Montgomery
County, we wili open a new office in East Norriton—at
450 East Germantown Pike—in mid-2007. We have also
signed a lease and will relocate our Blue Bell office 10 the
intersection of Route 73 (Skippack Pike) and Buter Pike.
The relocation to a more accessible spot with additional
space and multiple drive-up banking lanes will help us
better serve our customers. A site near the intersection of
Ridge and Builer Pikes, Conshohocken, has also been
secured. with a projected 2008 opening.

The last four aforementioned branches and future
offices will be constructed using our new prototype
dcsigﬁ, linalized in 2006, The exteriors feature very
similar designs, for ease in identification, while each
interior includes space for retail, commercial and wealth
management, making it easier to support and promote a
total banking relationship. In addition 1o the design, the
branches wifl all boast innovative merchandising utilizing
fresh signage, new technology and eye-catching messages.

Corporate Campus Expansion:
Enhancing Our Efficiency

“Over the past year we have periodically updated vou on

the progress of our corporate campus construction
project. The addition to our operations center is on
schedule and set 1o open this spring. The project includes
a 32,000 square-foot, two-story addition to the building
that Cllrrcl][l}' houses our customer Sllpp()l'[ area and

. relocates our drive-up teller lanes, adding a drive-up ATM
“and unproving the flow of waflic at our Harleysville

headquarters. The addition will position us to better serve
our growing market and customer base by consolidating
departments currently housed at multiple satcllite
locations, boosting efficiencies and streamlining
processes. Qur loan operations, information systems,
waining and mortgage department employees, to name a
few, are eagerly anticipating the move. We all look
forward to gaining greater efficiency by signilicantly

minimizing travel time between locations, barriers to team
collaboration, satellite office space overhead and added
processes (o accommaodate various locations.

Our new operations center is scheduled to open in spring 2007,

Setting Qur Sights on Future Growth

Using the inlrasiruciure developed in 2006, our sights are
set on luture growth, The pieces are in place and we are
poised 1o build core deposits, comunercial loans and fee
income through our retail, commercial and wealth
nnagement areas. Product and service enhancements,
increasing our commercial loan portfolio, gl'ox\'ilxg our
fee-based business lines, expanding our horizons and
exccuting on targeted eross-selling initiatives will all he
key tactics (o accomplishing our goals.

Throughout 2007, we will remain committed to building
shareholder value and will be ever-mindful of maintaining
the strong level of performance you have come to expect
{rom Harleysville National Corporation. Preserving credit
quality, keeping a botom-line focus and retaining our
core values will be 1op-of-mind as we position ourselves
tor the future.. It has been my sincere pleasure serving
you as Interim President and CEQO these past months,

1 appreciate your continued loyalty and support and will
strive to maintain your confidence throughout 2007,

Sincerely,

/.

Deb M. Takes
Interim President and CEO

Three




Financial Ratios and Summary of Key Information

Dollars in thousands, except per share data

Per Share Information*

Diluted earnings oo s
Cash dividends paid ...
Book value (at year-end} ...,

Market Value*

High closing price of common Stock .
Low closing price of common stock ..
Basic average common shares outstanding.. ...,

Diluted average common shares owstanding ...,

Average Balance Sheet

LTINS et e
Earning as5C15 oo e
TOUAL ASBELS .ot bbb
DIEPOSILS coviniiiii v s
Interest-bearing liabilities and demand deposits ..o

Sharcholders’ equity e

Selected Ratios
Return ()I‘l average ASSELS i e as
Return on average sharcholders’ couity ..o,
Leverage {assets divided by sharcholders’ equity) .o,
Average sharcholders’ equity as a percentage of:
AVETAEE TOANIS oot e
Average dePOsits . e

Avcrage earning assets et eeeeteeteeateeseeeteeseeareeeteeintneeiniteeeiarreesaeiaereearenren

Dividend payout ratio ...,
Average total loans as a percentage

of average deposits and borrowed funds

- - Xk
Yield on earning assels i

Cost of interest bearing funds .........

Net INTErEst MArgin. o ettt e

*Adjusted for a five percent stock dividend effective 9/13/06, 9/15/05 and 9/15/04.

**Tax Equivalent Basis (tax rate of 35%).

2006

$1.36
1.54
0.75
10.18

$24.90
$18.06
28,946,847
29,353,128

$2,014,420
3,019,725
3,229,224
2,469,514
2,904,452
281,847

1.22%
13.98%
11.03

13.99 %
11.41
8.73
9.33

55.26

69.36
6.13
3.72
2,95

Yeur ended December 31,

2005

$1.34
1.32
0.72
9.48

$23.77
$17.83
28,891,412
29,490,216

$1.900,023
2,854,826
3,030,186
2,959,831
2,716,430
279,974

1.98%
14.29%
1141

14.37%

12.08
3.98
9.56

53.41

69.95
5.54
2.71
3.27

2004

$1.35
1.31
0.65
9.34

$26.92
$19.27

28,505,592
29,465,613

$1,625,419
2,608,393
2,773,405
92,(104,998
2,467,139
251,963

1.39%
15.31 %
11.18

15.50%

12.03
9.08
9.66

48.16

65.88
5.18
1.98
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~ UNITED.STATES . K
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
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(Mark One) :
- PR IO .-
X1 Annual report pursuant to Section 13 or: 15(d) of the Securities Exchange Act of 1934 for
the fiscal year ended December 31, 2006. _ o, " ,
. : OR S )
. . ) i . :,n et -y T
O Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
for the transition period from to oL, : : t
T o Commission file iumber 015237~ ~
) Harleysville National Corporation - o
) (Exact name ofrggisirant as specified in its charter) | : ; T
_ Pennsylvania Lo . L, 23:22210237. .
e (State or other jurisdiction of L . .. . ..., (RS Employer h
incorporation or organization) ) ' [Identification No.)
483 Main Street, ) - \ P
Harleysville, Pennsylvania 19438
{Address of principal executive offices) {Zip Code)
N . LA I ¢ ' ot +
» . . T . i i ,'!
‘ i ) . Registrant’s telephone number, including area code: (215) 256-8851 e T
el e : : : h o yoo
g ' Sccurities registered pursuant to Section 12(b) of the Act: .

, Title of Each Class ] .- Name of Each Exchange on Which Registered
' ' " The NASDAQ Stock Market LLC  ~ °

Common Stock, $1.00 par value .
’ o Securities regis!efed pursuant to Section ]2i’g) of the Act:
y : None : !
indicate by check mark if the regiSlrant is a well-known seasoned issuer, as definéd in Rale 405 of the Securities Act.’
Yes ONo . -
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act.
Yes O No X

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the Registrant was required to file
such reports) and (2) has been subject to such filing requirements for the past 90 days. Yes & No [

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation $-K is not contained herein, and
will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference
in Part LI of this Form [0-K or anyramendment 1o this Form 10-K. &

Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer (as
defined in Rule 12b-2 of the Exchange Act).

Large accelerated filer O Accelerated filer X Non-accelerated filer O
Indicate by check mark whether the Registrant is a shelt company (as defined in Rule 12b-2 of the Exchange Act).
Yes O No )

The aggregate market value of the Registrant’s Common Stock held by non-affiliates is $532,364,576 based on the June 30,
2006 closing price of the Registrant’s Common Stock of $20.20 per share (restated for stock dividend paid on September 15, 2006).

As of March 7, 2007, there were 28,967,135 outstanding shares of the Registrant’s Commeon Stock.
DOCUMENTS INCORPORATED BY REFERENCE:

I.  Portions of the Registrant’s Definitive Proxy Statement relating to the Annual Meeting of Shareholders to be held April 24,
2007 are incorporated by reference into Part 11, Items 10-14 of this report.
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Forward-Looking Statements

LU | Sh

In addition to historical information, this report contains forward-looking statements wrthm the meamng of
the anafte Securities ngatlon Reform Act'of 1995. 'We have made forward- lookmg Statements in thls report e
and in’ documents that we mcorporate by reference, that are subject to risks and uncertalntles Forward lookmg '
staten‘ilents mclude the'information concernmg p0551ble or assumed future results of operatlons of Harleysvﬂle
National Corporatlon and its subsrdlarles “When we use words such as “believés,” “expects,” “antrcrpales
“may,” “estimates,” or “intends™ or similar expressions, we are making forward-looking staterrents. Forward:"
looking statements are representative only as.of the date they are made, and the Corporation undertakes no
obligation to update any forward-looking statement. -, . - O s e the e e ue

* Shareholders'should note that many factors, some of which are discussed elsewhere in this repon and in the’
documents that we mcorporate by reference, could affect the future financial resulis of the Corporation 'and its *

subsidiaries'and could cause those results to differ materially from those expressed or implied in our* """
forward-lookmg statements contdined or incorporated by reference in this document. These factors mclude but

are not hmlted to those' described in Item 1A, “Risk Factors.” =~ - ' s e el '
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PART

ey 4o L

Item 1. Busmess

b

Harleysw!le National Corporauon (the Corporanon) a Pennsylvama corporatlon was mcorporated I\me 1,
1982, On January 1, 1983, the Corporation became the parent bank holdmg company ¢ of Harleysville National
Bank and Trust Company (the Bank or Harleysw]]e National Bank), estabhshed in 1909, a wholly owned
subsidiary of the Corporanon The Corporatlon is reglstered as a bank ho]dmg company under the Bank Holdmg
Company Act ‘of 1936.

Since commencing operations, the Corporation’s business has con51sted prlman]y of providing financial
services through its subsidiaries and has acquired seven financial'institutions since 1991 and also completed the
acquisition of the Comerstone Companies (registered investment advisors) in January 2006. The Corporation is
also the parent holding company of HNC Financial Company and HNC Reinsurance Company. HNC Fingncial
Company was incorporated on March 17, 1997 as a Delaware Corporation and its principal business function is
to expand the investment opportunities of the Corporauon HNC Reinsurance Company was mcorporated on
March 30, 2001 as an Arizona Corporation and reinsures consumer loan credit life and accident and health
insurance.

The Bank is a national banking association under the supervision of the Office of the Comptroller of the
Currency (the OCC). The Corporation’s and the Bank’s legal headquarters are located at 483 Main Street,
Harleysville, Pennsylvania 19438. HNC Financial Company’s legal headquarters is located at 2751 Centerville
Road, Suite 3164, Wilmington, Delaware 19808. HNC Reinsurance Company’s legal headquarters is located at
101 North First Avenue, Suite 2460, Phoenix, AZ 85003.

The Bank provides a full range of banking services including loans and deposits, investment management
and trust and investment advisory services to individual and corporate customers located primarily in eastern
Pennsytvania, The Bank engages in the full-service commercial banking and trust business, including accepting
time and demand deposits, making secured and unsecured commercial and consumer loans, financing
commercial transactions, making construction and mortgage loans and performing corporate pension and
personal investment and trust services. Deposits are insured by the Federal Deposit Insurance Corporation
(FDIC) to the extent provided by law. The Bank has 45 branch offices located in Montgomery, Bucks, Chester,
Berks, Carbon, Lehigh, Monroe, and Northampton counties, Pennsylvania.

The Bank enjoys a stable base of core deposits and is a leading community bank in its service areas. The
Bank believes it has gained its position as a result of a customer-oriented philosophy and a strong commitment to
service. Senior management has made the development of a sales orientation throughout the Bank one of their
highest priorities and emphasizes this objective with extensive training and sales incentive programs. The Bank
maintains close contact with the local business community to monitor commercial lending needs and believes it
responds to customer requests quickly and with flexibility. Management believes these competitive strengths are
reflected in the Corporation’s results of operations.

The Bank opened a new location in the Peter Becker Community in Harleysville, Montgomery County
during the third quarter of 2006. The office offers retail banking services and wealth management solutions. The
Bank plans to open new retail branches in Warminster,; Bucks County and East Norriton, Montgomery County as
well as to relocate its Blue Beli office in Montgomery County during 2007. In addition, the Bank plans to add
retail branches in Warrington, Bucks County and Conshohocken, Montgomery County in 2008. The Bank
continues to evaluate potential new branch sites that are contiguous to our current service area and will expand
the. Bank’s market area and market share of loans and deposits.

The Corporation is nearing completion of its corporate campus construction project to expand the operations
center building located in Harleysville, Pennsylvania. This will increase efficiency by consolidating several
departments whose employees are dispersed at multiple locations. Another strategic initiative for the Bank during
2007 is the offering of trust administration services, through its Millennium Wealth Management division, in the




state of Delaware which provides customers with reduced tax liability and asset protection. The Bank established
_a new Delaware trust office in October 2006 in order to provide customers with the favorable “Delaware
Advantage.” oo .

¥

The Corporation has two reportable operating segments: Community Banking and Wealth Management
(including the. Cornerstone Companies acquired in January 2006) as well as certain other non-reportable
segments. As of December 31, 2006, the Wealth Management segment had assets under management of $3.0
billion. Statement of Fmanc:al Accounting. Standards (SFAS) No. 131; “Disclosures about Segments of an
Enterprise and Related Information” establishes standards for the way public business enterpnses report
information'about operating segments. Operating segments are components of an enterprise, which arc evaluated
regularly by the chief operating decision-maker in deciding how to allocate ahd assess resources and
performance. The Corporation’s chief operating decision-maker is the President and Chief Executive Officer. For
more detailed financial information pertaining to operating segments, see Item 8— Note 17 of the Consohdated
Financial Statements which i is herein mcorporated by reference.

Effective January 1, 2006, the Bank completed its acquisition of the Cornerstone Companies, registered
investment advisors for high net worth, privately held business owners, wealthy families and institutional clients.
Located in the Lehigh Valley, Pennsylvania, the firm specializes in providing sophisticated open architecture
asset management platforms business succession and estate plannmg services, life insurance sales and
compensation and benefits consulting. The Cornerstone Companies had assets under management of
approximately $1.5 billion at the acquisition date and serve clients throughout Pennsylvania and other mld-
Atlantic states.

¥ - ' f “ . L L

The acquisition was consummated pursiiant to the Purchase Agreement dated November 15, 2005, by and
among the Bank and Cornerstone Financial Consultants, Ltd., a Pennsylvania corporation (CFC), Cornerstone’
Instititional Investors, Inc., a Pennsylvania corporation (CIl), Cormerstone Advisors Asset Managemem Inc., a
Pennsylvania corporation ((CAAM) and together with CFC and CII collectively, the Comerstone Companies)
and Comerstone Management Resources, Inc., (CMR). Under the Purchase Agreement, the Bank acquired (i) all
of the outstanding capital stock of CFC and ClI (ii) substantially all of the assets of CAAM, and (iii) certain
limited assets of CMR. The purchase price consisted of $15.0 million in cash paid at closing and a contingent
payment of up to $7.0 million to be paid post-closing. The contmgent ‘payment is based upon the’Cornérstone
Companies meeting certain minimum operating results during a five-year earn-out period with a'maximum
payout of $7.0 million over this period. For 2006, the mininium operating results were met resulting in an earn-
out payment of $1.0 million which was recorded ds additional goodwill. At December 31, 2006 the remamlng
maximum payout is $6.0 million through 2010. -

The Comerstone Companies acquisition was accounted for using the purchase method of accounting in -
accordance with SFAS No. 141, “Business Combinations.” The Cornerstone Companies results of operations are
included in the Corporation’s results beginning January 1, 2006 through December 31, 2006. The Comerstone .
Companies have bécome part of the'Millennium Wealth Managemem segment of the Bank. The acquisition is ‘
expected to provide significant strategic advantages to the Corporation, broadening wealth management products -
and services, growing our busmess cllent base and posmonmg the Mtllenmum Wealth Management dw1sxon asa
leader in our market. ' - -

On November 10, 2006, the Bank completed the sale of its Honesdale branch located in Wayne County,
Pennsylvania with deposits of, $74.2 million, as well as loans and other assets of $22.5 million to First National
Community Bank. The sale of this single Wayne County location wil} allow the Bank to focus on expanding
within |ts core markeéts and also help-to provide the resources requtred 1o support strategic mmanves

On April 14, 2006, the Bank sold its exlsung credit card portfolio to Elan Financial Semces a national
credit card issuer and established an agent issuing relationship with Elan Financial Services. Under the
agreement, credit cards for the Bank will be issued under the Harleysville National Bank name. The Bank sold
$15.3 million in credit card receivables. '

. . 4 .
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On June'30, 2005, the'Bank sold-its former subsidiary, Cumbérland Advisors, Inc. Cumberland Advisors: ***
based in Vineland, New Jersey, is a SEC registered investment advisor'specializing in fixed income money =~ -+ .
management and equities. It was acquired by the Corporation on April 30, 2004 as part of its Millennium Bank’ "
acquisition. ) . : v

[ " ' . ERD -

On April 30, 2004, the Corporatlon completed its acquisition of Mtllenmum Bank, which was’ merged’ with '
and into the Bank™ Millennium Bank was based in Malvern, Pennsylvama with four banking offices; speelahzmg
in commercial lendmg and client relatlonshtp bankmg along with- Cumberland Advisors, Inc. <"+

‘01‘- '-

- As of December 31 2006 the Corporatlon had.total assets of 83.2 bl]llOl’] total shareholders equ1ty of
$294 8 mitlion and total deposxts of $2.5 billion. | e .

r . Lo RN
' As of December 31, 2006, the Corporatlon and the Bank employed approximately 740 full-time equ1valent' :
employees. Theé Corporation providés a variety of employment benefi ts and cons1ders its relat10nsh1ps with'its 7"
employees to be satisfactory. ‘ L A
Competition ' ] . e o A .

The Bank coinpetes actively with other éastern Pennsylvania financial institutions, many largér than the
Bank, as well as with financial and non-financial institutions headquartered elsewhere, ‘Commiercial banks, -
savings banks, savings and Joan assoctations, credit unions,'and money market funds actively compete for™ -
deposits and loans. Such’institutions, as well as consumer finance, insurarice companies and brokerage firms, -
may be considered competitors with respect to one or more services they render. The Bank is generally - ™"
competitive-with all competing institutions in its service areas with respect to interest rates paid on time ,andr
savings deposits, service charges on deposit accounts, interest rates charged on loans and fees for trust.and
investment advisory services. At December 31, 2006, the Bank’s legal lending limit to a single customer was ..
$41.9 million. Many of the institutions with whlch the Banktcompetes are able to lend significantly more than
this amount toasmgle customer. . . CoL T T,

-
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The Corporatlon and its SUbS!dlal"lCS do not have any pomon of. their busmesses dependent ona smgle or
limited number of customers the loss of which would have a material adverse effect on the Corporation’s '
business. No substantial portion of investments is concentrated_ within a single industry or.group of related . .
industries. The Corporation had no concentrations of credit extended to any. specific industry that exceeded 10% .,
of totai loans at December 31, 2006. The businesses of the Corporatton and its subsidiaries are not typteally
seasonal in nature

£ TR e, o
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Supervtsmn and Regulat:on—The Reglstrant R P S S

)

The Gramm-Leach-Bliley Financial Modernization Act of 1999 (Modermzatton Act) allows bank holdmg. -
-companies meeting,; management, capital, and Community Reinvestment. Act standards to engage ina .-,
substantially broader range of non-banking activities than penmss1b1e before enactment, including underwntmg
insurance and making merchant banking investments in commercial and financial companies. It allows, insurers
and other financial services companies to acquire banks, removes various restrtctlons that currently apply to bank
holding company ownership of sectirities firms and mutual fund adwsory companies, and establishes the gverall
regulatory structure applicable to bank holding compantes that also engage in msurance and securmes operat:ons

Lovite g ¥

The Modemtzatlon Act also modtf’ ed law related to fi nanmal privacy and commumty reinvestment. The «
privacy provisions generally prohibit financial institutions, 1ncludmg the Corporation, from disclosing nonpubhc
financial mformatton to nonafﬁhated third parnes unless customets have the opportumty to “opt out“ of the
disclosure, . ' . _ -

- -",'; i ."rv4' .‘.l' ) - . -. “-(I.' ey ,»" " .t + '¢7

Pending Legislation o I
Management is not aware of any other current specific recommendations by regulatory authorities or

proposed legislation which, if they were implemented, would have a material adverse effect upon the liquidity,




capital resources, or results of operations, although the general cost of compliance with numerous federat and
state-laws and regulations does have, and in the future may have; a negattve impact on the Corporanon s results -
ofoperattons PR v e S P R
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Effectsoflnﬂatton C I RIS I T A Wt e -:;n',,i M

lnﬂatton has some tmpact on'the Corporatton E] and the ‘Bank® s operattng costs, Unllke many mdustrlal
compames however, substanttal]y 2l of the Bank’$ assets and'liabilities are monetary in naturé. As a‘result,
interest rates have a more significant impact on the Corporation’s and the Bank’s performance than the general
level of inflation. Qver short periods of time, interest rates may not necessanly move in the same direction or in

the same magnitude as prices of goods and services.», . . . . S T A

. [ . . [

Effect of Government Monetary Policies

The eamnings of the Corporation are and will be affected by domestic economic conditions and tl‘ie' monét'ary'
and fiscal policies ofithe United States government and its agencies. An important function of the Federal ;.
Reserve is to regulate the money supply and interest rates. Among the instruments used to implement those - -
objectives are open market operations in United States government securities and changes in reserve . ...
requirements to nember bank deposits. Theseinstruments are used in varying combinations to influence overall. .
growth and distribution of bank loans, mvestments and deposns and thetr use may also affect rates charged on .
loans or paid for deposits. —~ . . L . Co - L

' The BanK is a member of the Federal Reserve and, therefore the. pol1c1es and regulattons of the Federal
Reserve have a 51gn1ﬁcant effeet on its deposits,. Ioans and investment growth, as well as the rate of ifiterést’
earned and paid, and are expected to affect the Bank’s operations in the future. The effect of such policies and
regulations upon the future business and earnings of the Corporation and'the Bank cannot be predicted.

Environmental Regulations oot
There are several federal and state statutes which’ regulate the obltgattons and habtlmes of ﬁnanc1a1
mstlruttons pertatnmg to ethronmental issues. Ini addition to the potenttal for attachment of Itabtllty resultmg
from 1tsr own acttons A bank may be held liable under certain c1reumstances for the actions of its borrowers or- ",
third parttes when such' actions result i in env1ronmenta1 problems on propemes that collateralize loans held by the
bank. Further, the liability has the potential to far exdeed'the original amount of a loan issiied by the bank.
Currently, neither the Corporation nor the Bank are a party to any pending legal proceeding pursuant to any
environmental statute, nor are the Corporation and the Bank aware of any circumstances that may give rise o'
liability under any such statute: v+, - - ¢ T LA O I C - '
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Supervision and Regulation—Bank- . v .. "0 o Lt L

The'operatibns'of the Bank ‘aré subject to federal and state'statutes applicable to banks chartered under the
banking laws of the United States, to members of the Federal Reserve and to banks whose deposits are insured by
the FDIC. The Bank’s operations are also subject to regulations of the OCC, the Federal Reserve and the FDIC.
The primary supervisory authority 6f the Bank is the OCC, who regularly examines the Bank. The OCC has
authority to prevent a national bank from engaging in unsafe or unsound practices in conductmg its business.

Federal and state bankmg laws and regulations govern, among other things, the scope of @ bank’s business,
the investments a bank  may make, the reserves against deposits a bank must maintain, loans a bank makes and
collateral it takes, the acttvmes of a bank with respect to mergers and consolidations and the establtshment ‘of
branches.

Tk . . Ve V!

The Corporation and the Bank are subject to regulations of certain state and federal agencies and,
accordingly, these regulatory authorities periodically examine the Corporation and the Bank. As a consequence of
the extensive regulation of commercial banking activities, the Corporation’s and the Bank’s businessis .+ (+
susceptible to being affected by state and federal legislation and regulations.




As a subsidiary bank of a bank holding company, the Bank is-subject to certain restrictions imposed by the .
Federal Reserve Act on any extensions of credit to the bank holding company or its subsidiaries, or investments.-
in the stock or other securities as collateral for loans. The Federal Reserve Act and Federal Reserve regulations
also place certain limitations and reporting requirements on extensions of credit by a bank to principal
shareholders of its parent holding company, among others, and to related interests of such principal shareholders.”
In addition, such legislation and regulations may aftect the terms upon which any person becoming a principal
shareholder of a holding company may obtam credlt from banks with which the subsididry bank mamtams a”
correspondent re]atlonshlp

Under the Federal Deposit lnsurance Act, the OCC possesses the power to prohibit msntutlons regulated by .
it (such as the Bank) from engaging in any activity that would be an'unsafe and unsound banking practice or
would otherwise be in violation of the law,

Community Reinvestment A ct

v ' cat !

Under the Community Reinvestment Act, the QCC is required to assess the record of all fi nanmal o
institutions regulated by it to determine if these institutions are meeting the credit needs of the community,
including low and moderate income neighborhoods which they derve and 1o take this record into account in its -
evaluation of any application made by any of such institutions for, among other things, approval of a branch or -
other deposit facility, office relocation, a merger or an acquisition of bank shares. The Financial Institutions
Reform, Recovery and Enforcement Act amended the CRA to require, among other things, that the OCC make
publicly available the evaluation of a bank’s record of meeting the credit needs of its entire community, including
low and moderate income nelghborhoods This evaluation will include a descriptive rating like “outstanding,”

“satisfactory,” “needs to improve” or “substantial noncompliance™ and a statement describing the basis for the
rating. These ratings are publlcly dlsclosed i ' o

Bank Secrecy Act

Under the Bank Secrecy Act, banks and other financial institutions are required to report to the Internal
Revenue Service currency transactions of more than $10,000 or multiple transactions of which a bank is aware in
any one day that aggregate in excess of $10,000 and to report suspicious transactlons undet spec:lﬁed criteria,
Civil and criminal penalties are provided under the Bank Secrecy Act for failure fo file a required report, for
failure to supply information required by lhe Bank Secrecy Actor for filing a false or fraudulent report ’

Capital Requirements / FDICIA . L . .,kl

The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) requires that institutions be
classified, based on their risk-based capital ratios into one of five defined categories, as illustrated below: well
capitalized, adequately capitalized, undercapitalized, significantly undercapitalized and critically . - v
undercapitalized. Under these guidelines, the Bank was con51dcred well capitalized as of December 3L, 2006

Utidera
Total Tier 1 ' Capital
- Risk Risk , Tier | . Order
Based Based . Leverage or
Ratio Ratio " Ratio " Directive
Capital category 7 o Ny
Well capitalized .. ....... X e [ RE PR . =10.0% 26.0% =5.0% . NO
Adequately capitalized. .......... ... .. .. ... 28.0% 24.0% 24.0%(1)
Undereapitalized. .. ... ... ... o L <3.0% <4.0% <4.0P4(1)
Significantly undercapitalized . . .................. <6.0% <3.0% <3.0%
Critically undercapitalized...........: e T X s T20%

0

(1} 3.0 for those banks having the highest available regulatory rating.




In the event an institution’s capital deteriorates to the undercapitalized category or below, FDICIA . ..
prescribes an increasing amount of regulatory intervention, including: the institution of a caprtal restoration plan
and a guarantee of the plan by a parent institution; and the placement of a hold on increases in assets, number of
branches or lines of business. If capital has reached the significantly or critically undercapitalized levels, further
material restrictions can be 1mposed including restrictions on interest payable on accounts, dismissal of
management and, in critically undercaprtallzed situations, appointment of a receiver. For well capitalized
institutions, FDICIA provides authorlty for regulatory intervention where the institution is deemed to be cngagmg
in unsafe or unsound practices or receives a less than satisfactory examination report rating for asset quality,
management, eamings or llqurdlty All but well capitalized institutions are prohlbned from dccepting brokered
deposits without prior regulatory approval

Under EDICIA, financial institutions are Subjecl to increased regulatory scrutiny and must comply with
certain operational; managerial and compensation standards to be developed by Federal Reserve Board
regulations. FDICIA also requires the regulators to issue,new rules establishing certain minimum standards to
which an institution must adhere including standards requiring a minimum ratio of classified assets to capital,
minimum earnings necessary to absorb losses and minimum ratio of market value to book value for publicly held
institutions. In addition; FDICIA requires regulators to develop standards relating to internal controls, loan
documentation, credit underwriting, interest rate exposure, asset growth and excessive compensation, fees and

benefits.

Annual full- scope on srte regulatory exarninations are required for all the FDIC- msured institutions except-
institutions with assets under $250 million which are well-capitalized; well-managed and not subject to-a recent .
change in control, in which case, the examination period may be every 18 months. Banks with total assets of
$500 million or moré are required to submit to their supervising federal and state banking agencies a publicly
available annual audit report. The independent accountants of banks with total assets of 31 billion or more are
reqmred to'aftest to the accuracy of management’s report regardmg, the interna! controls of the bank. In addition,
such banks alsro dre requrred to have an 1ndependent audit committee composed of outside directors who are
mdependent of management 1o review wrth management and the 1ndependent accountants, the reports that must
be submitfed to the bank regulatory agencies. If thé mdependent accountants resign or are dlsmlssed written '

notification miust be glven to the bank’s supervising govemment banking agenc:es
L B

FDICIA-also requires lhat banking agencies remtroduce loan-to-value ratio regulations which were,
previously-repealed by the 1982 Act. Loan-to-values limit the amount of money a financial institution may lend .
to a borrower, when the loan is secured by real estate, to no more than a percentage set by regulation, of the
value of the real estate.

A separate subtitle within FDlClA called the “Bank Enterprise Act of 1991, requires “truth-in-savings” on
consumer deposit.accounts so that consumers ¢an make meaningful comparisons between the competing claims
of banks with regard to deposit accounts and products. Under this provision, a bank is required to provide,
information to depositors concerning the terms*of their deposrt .accounts, and in particular, to disclose the annual

~ percentage yield.

Caprtal’ Drsmbur:ons

The Corporatlon 1sa legal entity separate and: dlsunct from its bankmg and other subsrdlarles The majorlty
of the Corporation’s revenue is from dividends paid to the Corporation by the Bank. The Bank is subject to
various regulatory policies.and requirements relating to the amount and frequency of dividend declarations.
Future dividend payments to the Corporation by the Bank will be dependent on a number of factors, including the
ecamnings and financial condition of the Bank, and are subject.to limitations and other statutory powers of bank
regulatory agencies. . . -

The National Banking Laws require the approval of the OCC if the total of all dividends declared by a
national bank in any. calendar year exceed the net profits of the bank for that year combined with its retained net
profits for the preceding two calendar years. An insured depository institution is prohibited from making any
capital distributions to its owner; including any dividend, if, after making such distribution, the deposrtory

T




institution fails to meet the required' minimum level for any relevant capital measure, including the risk-based
capnal adequacy and leverage standards prev1ously discussed in the capital requirements section. "

ot Ty 0o REER 4 oy

Deposit Insurance and Premiums *" -+ v e 4

The Bank’s dep051ts are 1nsured by the Deposn Insurance Fund (DIF) effectlve March 31, 2006 Wthh is
administered by the FDIC. Pnor to March 31, 2006, the Bank s deposits were insured by the Bank Insurance
Fund (BIF) Pursuant to the. Federa] Deposn Insurance Reform Act of 2005, the FDIC merged the  Bank lnsurancc
Fund (BIF) and Savmgs Insurance Fund (SAIF) to form the Deposnt Insurance Fund {(DIF) effective March 31,
2006. On April 1, 2006, the FDIC issued an interim rule, made final in September 2006, to implement the deposit
insurance coverage changes of the Federal Deposit Insurance Reform Act of 2005. The rule: (N increased the
deposit insurance limit-for certain retirement plan deposits to' $250,000 effective April 1, 2006 (the basic
insurance limit for other-depositors such as individuals, joint'accountholders, businesses; government entities and
trusts remains at $100,000 per depositor, per insured institution), (2) provides per-participant insurance coverage
to employee benefit plan accounts, even if the depository institution at which the deposits are placed is not
authorized to accept employee benefit plan deposits and (3) allows the FDIC to consider inflation adjustments to-
increase the insurance limits for all:deposit accounts every five'years, begmnmg in 2010 The insurance is backed
by the full faith and credit of the Unitéd States government. ' e E

As insurer, the FDIC imposes deposit insurance premiums and is authorized to conduct examinations of,
and to require reporting by, FDIC-insufed institutions. 1t also may prohibit any FDIC-insured institution from
engaging in any activity the FDIC determines by regulation or order o pose a serious risk to the insurance fund.
The FDIC also has the authority to terminate an institution’s deposit insurance if it determines that the institution
has engaged in unsafe or unsound practices or is i’ an unsafe or unsound condition.., + - - - 0 L HE

Durmg 2006, deposit i msurance premmms were assessed based both on the balance of 1nsured dep051ts held
as well as the degree of risk the lnstltutlon poses to the i insurance fund with a demgnated mmlmum reserve tatio
of 1.25% of estimated insured deposnts or such htgher reserve ratio as established by the FDIC. Each msured - )
mstltutron was placed in one,of nine, risk categones based upon. the institution’s capital clagsifi catlons and
supervisory evaluation with nsk c]assd‘tcanon of all msured 1nst1tut|ons bemg made by, the FDIC for each seml-
annual assessment period. The premlum schedule for former BIF insured institutions ranged from 0 to 27 basis
points per $100 of deposits depending on the assessment category into which the insured institution was plaeed
Banks classified as strongest by the FDIC were'subject in 2006 to a 0 00% assessmenit. The Bank ‘was placed in
this categoryand, therefore, had a 0.00% assessment rate in 2006.. S e - S

In addition, all insured institutions are required to pay a Financing Corporation (FICO) assessment FICO is
a government agency-sponsored entlty that was formed to borrow moriey necessary'to carry out the closing and
disposition of failed thrift institutions in the 1980s: The annual FICO.rate for all insured institutions as of
December 31, 2006 was 1.24.basis points, These assessments are revised quarterly and will contmue until the
bonds mature in the year 2019. The Bank paid FICO premiums of $307,000 in 2006. ' ' £

On November 2, 2006, the FDIC set the designated reserve ratio for the deposit insurance fund at 1 .25%'of ’
estimated insured deposits and adopted final regulations to implement the risk-based deposit insurance
assessment system mandated by the Deposit Insurance Reform Act of 2005, which is intended to more closély tie
each.bank's deposit insurance.assessments to the risk it poses to the deposit insurance fund. Under the new risk-
based assessment system, the FDIC will evaluate each institution's risk based on three,primary factors — = i
supervisory ratings for all insured institutions, financial ratios for most institutions, and long:term debt issuer
ratings for large institutions that have them and consolidates the nine risk categories into four risk categories. An”
institution’s assessment rate-will depend upon the level of risk it poses to the deposit insurance system as ;
measured by these factors. The new rates range from 5 to 43 basis points and most institutions will vary between-
S5and 7 cents for every $100 of domestic insurable deposns

L
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. The new assessment rates will take effect at the beginning of 2007. However the Deposit Insurance Reform.
Act of 2005 provides credits to institutions that paid high premiums in the past to bolster the FDIC's insurance
reserves, as a result of which the FDIC has-announced that a majority of banks will have assessment credits to -

initiatly offset all of their premiums in 2007. Management estimates the Bank’s assessment rate will be

10




approximately.5.4,basis points, or $1.4:million, for 2007 based on data as of December 31, 2006. The Bank’s .
one-time assessment credit is approximately $1.4 million which will'be available to,offset the initial assessment
in 2007. Any 51gntf' icant increases in assessment rates or additional special assessments by the FDIC cou!d have
an adverse lmpact on the results of operatlons and eapltal of the Bank and the Corporatlon

Sarbanes-OxleyActof.?OO.? O A TE A "-_-"- SRR ‘.J,‘

" The Sarpanes-Oxley Act of 2002 1mplemented a broad range'of corporate govemance accountmg and

reportmg measures for compames that havc securities regtstered under the Exchange Act including publicly-held
bank holdmg corhpanies’ The more sngmﬁcant reforms of the Sarbanes -Oxley Act of 2002 included: (1) new
requirements for audit cormitiees, including 1ndependence experttse and responsnbllmes (2) certlﬁcatton of
financial statements by the Chief Executive Officer and Chief Financial Officer of the réporting company;
(3) new standards for auditors and regulation of audits, including independence prov151ons that restnct non-audit
services that accountants may provide to their audit clients; (4) increased disclosure and reportmg obllgattons for
the reporting company and their directors and executive officers, including accelerated reporting. of stock
transactions and a prohibition on trading during pensnon blackout periods; (5) a range of new and increased civil
and criminal.pénalties for fraud and other violations of the-securities laws.. - .- T T .
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USA Patriot Act . Tl e o Lo I T . L S 1

The Uniting and Strengthening America by Providing Appropriate Tools Required to Intércept and Obstruct’
Terrorism Act of 2001 (USA Patriot Act) imposes additional obligations on financial mstttuttons including | banks
and broker-dealer subsidiaries, to implement policies, procedures and controls which are reasonably deStgned o’
detect and report instances of money laundering and the financing of terrorism. In addition, provisions of the
USA Patriot Act require the federal financial institution regulatory agencies to consider the-effectiveness of a
financial institution’s anti-money laundermg activities when reviewing bank mergers and bank holdmg company
acquisitions:.. . . o 0 i o e o et e e -
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Superws'ron and Regulatton Cornerstone Compa'mes ) ' y ' AR

The Comerstone Compames are subject to regulatton by a number of federal regulatory agenc1es that are
charged ‘with safeguardmg the mtegrttyl of the SeCUrll]f:S "and other ﬁnanc1al miarkets and with protecting the ,
interests of customers participating in those’markets. The SEC is the federal agency that is primarily responsible
for the regulation of broker-dealers and investment advisers doing business in the United States. The Federal
Reserve Board promulgates regulations applicable to securities credit transactions involving broker-dealers and
certain other institutions. Much of the regutation of ClI, as a registered broker-dealer, however, has been .-
delegated to self-regulatory organizations (SROs), principally the NASD (and its subsidiaries NASD
Regulation, Inc. and thé Nasdaq Stock Market), and the national securities exchanges. These SROs, which-are =
subject to oversight by-the SEC, adopt rules (which are subject to approval by the SEC) that govern t the mdustry,
monitor daily actlvny‘and conduct periodic examinations-of member broker-dealers. .y 0 T,

ClI CFC and CAAM are registefed as investment adv1sers with' the SEC and are subject to the reqmrements
of the Investment Advisers Act of 1940 and the SEC’s regulations, as well as Certaifi State securities laws and
regulations. These requirements relate to limitations on the ability of an investment adv1ser to charge
performance-based or non-refundable fees to clients, record-keeping and reportmg requirements, ‘disclosure '
requirements, limitations,on principal transactions between.an adviser or its affiliates and advisory clients, as well
as general anti-fraud prohibitions. ClI, as a broker-dealer registered with the SEC and as a member, firm of the
NASD, is subject to capital requ1rements of the SEC and the NASD. These capital requirements specify . -,
minimum levels of capltal that CII is required to maintain and also limit,the amount of leverage that-it is able to
obtain in its respeetlve business.: . N " I U

In the event of non: comphance with an appltcable regulation, governmental regulators and the NASD. if -’
concerming ClI, may mstttute administtative or judicial proceedmgs that may result in censure, fine, civil
penalties; the issuance of cease-and-desist orders or the déregistration or’ suspensnon ‘of the non-comphant broker-
dealer or mvestment adv:ser or'Gther adverse consequences The lmposmon of any such penaltles O orders on the
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Comerstone Comparues could have a material adverse effect on the Cornerstone Companies’ (and therefore the
Corporation’s) operating results and financial condition, ~ - ’

ClI is a member of the Seeurltles Investor Protectlon Corporauon (S1PC), which is a non-profit corporatlon
that was created by the United States Congress under the Securities Protection Act of 1970. SIPC protects”
customers of member broker-dealers against losses caused by the financial failure of the broker-dealer but not
against a change in the market value of securities in customers’ accounts at the broker-dealer. In the event of the
inability 6f a membeér broker- dealer to satisfy the ¢laims of its customers in the event of its failure, the SIPC’s
funds are avallable to satisfy the rernaining claims up to maximum of $500,000 per customer, including up to
$100,000 on claims for cash. In addmon ‘CIl’s clearing firm, Pershing LLC, carries private insurance that
provides unlimited account protectmn in'excess of SIPC’s. protection,

A [ '

Changes in Regulatlons

. R

From time to time, various types of federa] and state legislation have been proposed that could result in
additional regulation of, and restriction on, the business of the Corporation and the Bank. It cannot be predicted
whether any such legislation will be adopted or, if adopted, how such legislation would affect the business of the
Corporation or the Bank. As a consequence of the extensive regulation of commercial banking activities in the
United States, the Corporation and the Bank are particularly susceptible 1o being affected by federal legislation
and regulations that may increase the costs of doing business.

Additional Information vl ' '

The Corporation’s Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on
Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934 are available free of charge on the Corporation’s website (www.hnchank.com under
“Investor Information—Documents™) as soon as reasonably practicable after the Corporation electronically files
such material with, or furnishes it to the Securities and Exchange Commission. These filings are also accessible
on the Securities and Exchange Commission’s website (www.sec.gov). In addition, the Corporation makes
available on www.hnchank.com under “Investor Information—Corporate Governance” the following: 1} Audit
Committee Charter, 2) ‘Code of Ethics, which applies to all directors and all employees 3) Whistleblower Policy,
4) Nommatmg and Corporate Governance Committee Charter and 5) Compensatlon Committee Charter.

Item 1A. ~Risk Factors o _ 7 ;

The business of the Corporation and the Bank involve significant risks as described below. Additional risks
may arise in the future or risks that are currently not considered significant may also impact the operations of the
Corporation and the Bank. The Corporation may amend or supplement the risk factors described below from time
to time by reports filed with the SEC in the futire. Management’s ability to analyze and manage these and other
risks could affect the future financial results of the Corporation. If any of the events or circumstances described in
the following risks occurs, the financial condition or resuits of operations of the Corporanon could suffer and the
trading price of the Corporatlon s comrmon stock eould decline.

:

Interest rate movements impact rhe earnings of !he Corporation.

The Corporation is exposed to interest rate risk, through the operations of its bankmg subsndlary, since
substantially ail of the Bank’s assets and liabilities are monetary in nature. Interest rate risk arises from market
driven fluctuations in interest rates that affect cash flows, income, expense and value of financial instruments.
The Bank’s earnings, like that of most financial institutions, largely depends on-net interest income, which is the
difference between the interest income earned on interest-caming assets, such as loans and investments, and the
interest expense paid on interest-bearing liabilities, such as deposits and borrowings. In an increasing interest rate
environment, the cost of funds is expected to increase more rapidiy than the interest earned on the loans and
securities because the primary source of funds are deposits with generally shorter'ma'rurities than the maturities
on loans and investment securities. This causes the net interest rate spread to compress and negatively impacts the
Bank’s profitability. The Corporation actively manages its interest rate sensitivity posmons The objectives of
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interest rate risk' management are to control exposure of net interest 1ncome to nsks assoc1ated wnth interest rate
movements and to achieve con51stent growth innet mterest income. T

L . N ,
The Corporation is expo sed to risks in connection w:th loans the Bank makes and if the allowance for Ioan Iosses
is not suﬁ‘ icient to cover actual loan Iosves the Corporaﬂon s earnings cou!d decrease

A 51gmf' icant source of rlsk for lhe Corporation arises from the possnblllty that losses will be sustamed
because borrowers, guarantors and related parties may fail to perform in accordance with the terms, of their loans.
The Corporanon has underwntmg and credlt momtormg procedures and credit p011c1es mcludmg the '
establlshment and review of the allowance for loan losses, that are belleved to be - adequate to minimize this risk
by assessmg the likelihood of nonperformance trackmg loan performance and dlverS|fy1ng loan portfolios Such. ‘
poltc1es and procedures, however, may not prevent unexpected losses that could adversely affect the
Corporation’s results of operations. - o o

N . ‘ o JRFO . ol oo

The Corporation maintains an allowance for loan losses at a level management believes is sufficient to
absorb estimated probable credit losses. Management's determination of the adequacy '6f the allowance is based
on periodic evaluations of the loan portfolio and other relevant factors. However, this evaluation is 1nherently
subjective as it requires significant estimates by management. Consideration is given to a variety of factors 'in
establishing these estimates including historical losses, current and anticipated economic conditions,
diversification of the loan portfolio, delinquency statistics, results of internal loan reviews, borrowers’ perceived
financial and management strengths, the adequacy of underlying collateral, the dependence on collateral, or the
strength of the present value of future cash flows and other relevant factors. These factors may be susceptible to
significant change. To the extent actual outcomes differ from management estimates, additional provisions for
loan losses may be required which may adversely affect the Corporation’s results of operations in the future.

Strong competition within the Corporation’s market area may limit its growth and proﬁrabili{y.

‘Competition in the banking and financial services industry is intense. The Bank competes actively with
"other eastern Pennsylvania financial institutions, many larger than the Bank, as well as with financial and non-
financial institutions headquartered elsewhere. Commercial banks, savings banks, savings and loan associations,
credit unions, and money market funds actively compete for deposits and loans. Such institutions, as well as
consumer finance, insurance companies and brokerage firms, may be considered competitors with respect to one
or more services they render. The Bank is generally competitive with all competing institutions in its service
areas with respect to interest rates paid on time and savings deposits, service charges on deposit accounts, interest
rates charged on loans and fees for trust and investment advisory services. Many of the institutions with which
the Bank competes have substantially greater resources and lending limits and may offer certain services that the
Bank does not or cannot provide. The Corporation’s profitability depends upon the Bank's ability to successfully
compete in its market area.

An economic downturn in eastern Pennsylvania or a general decline in economic conditions could adversely
affect the Corporation’s financial results.

The Bank’s operations are concentrated in eastern Pennsylvania. As a result of this geographic
concentration, the Corporation’s financial results may correlate to the economic conditions in this area.
Deterioration in economic conditions in this market area, particularly in the industries on which this geographic
areas depend, or a general decline in economic conditions may adversely affect the quality of the loan portfolio
(including the level of non-performing assets, charge offs and provision expense) and the demand for products
and services, and accordingly, the Corporation’s results of operations. Inflation has some impact on the
Corporation’s and the Bank’s operating costs.

The Corporation operates in a highly regulated environment and may be adversely affected by changes in laws
and regulations.

The Corporation and the Bank are subject to extensive regulation, supervision and examination by certain
state and federal agencies including the Pennsylvania State Department of Banking, the Federal Deposit




O

1

Insurance Corporation, as insurer of the Bank’s deposits, the Board of Governors of the Federal Reserve System,
as regulator of the holding company and the Office of the Compiroller of Currency. Such regulation and , C
supervision govemns the activities in which an institution and its holding company may engage, and are intended
primarily to ensure the safety and soundness of financial institutions. Regulatory authorities have extensive
discretion in their supervisory and enforcement activities, including the imposition of restrictions on operations, .
the classification of assets and determination of the level of the allowance for loan losses. Any change in such
regulation and oversight, whether in the form of regulatory policy, regulations, legislation or supervisory. actlon
may have a material impact on the Bank’s and the Corporation’s operations. There are also sevéral federal and
state statutes which regulate the obligation and liabilities of financial institutions pertaining to environmentat -
issues. In addmon to'the potentlal for attachment of llablllty resulting from its own actions, a bank may be held'
liable under certam circumstances for the actions of its borrowers, or third parties, when such actions result i in
environmental problems on properties that collateralize loans held by the bank. Further, the liability has the
potential to far exceed the original amount of a loan issued by the bank )

T G, AT - - . .. o : v
Item 1B. Unresulved Staff Comments
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ltem 2, Propertres

st}
The prmc1pal executive offices of the Corporatlon and of the Bank are located in Harleysville; Pennsylvama i,

a two-story ofﬁce building owned by, the, Bank, burlt in 1929 The Bank also owns the buildings in which twenty
four of is branches are located (three branches to be opened during 2007 and 2008) and leases space for the other .
twenty-four branches from unaffiliated thlrd parties under Ieases expmng at various times through 2036. The Bank
leases office space for commercial business development in Lansdale Pennsylvanla The Comerstone Compames
lease office space in Bethlehem, Pennsyl\jama HNC Investment Company Ieases an office’in Wllmmgton ‘
Delaware HNC Reinsurance Company leases an ofﬁce m Phoemx Anzona

La = Zd

PRy b

Office ’ . .. Office Location . ., - Owned/Leased —
Harleysville Campus (483 Main Street Harleysv1lle L "rl’ .',;--l:r “Owned “, (-
Harleysville-Meadowbrook ' 278 Main Street, Hirleysville, PA. e e " ) 'L'eased .
Skippack 3893 Skippack Pike, Sklppack PA L n o . Own ed . -
Limerick 260 West Ridge Pike, Limerick, PA """ """ " Owned ;
North Wales L .., 1498 North Wales Road, North Wales PA Lo ol Owned
Gilbertsville T ' 1050 East Phlladelphla Avenue, Gllbel‘tSVllle PA 10" : 5. ; Leased . ,r
Hatfield 1632 Cowpath Road, Hatfield, PA ' B S D
Lansdale-North Broad | 1804 North Broad Street, Lansdale, PA e ey e Owned
Lansdale-Marketplace 1551 Valley Forge Road, Lansdale, PA AT eased
N?rr!na‘ntiy Farms oy . Morris Road & Route 202, Blue Bell PA i 4 Leas_ed.,
Hoisham '/ - L ..955 Horsham Road Horsham PA" "‘,m e" ‘1”:' s o, Leased ,
Meadowood e T 3205 Sklppack P1ke Worcester PA . 'J.-;. L ". ‘f 0 ]‘_;ease_g ‘:
Collegewlle B et _' ' 364 East Mam ‘Street, Collegev1lle PA R '/1“, - Ft-l-“! Owmed | o
Sellersville * ™ " "'209North Main Street, Sellersville; PA} " N ” Owned "'
Trifiers Comer """ 120'North West End Boulevard, Quakériown, PA” 1 Teased © "
Quakertown Main 224 West Broad Street, Quakertown, PA Owned' ™"~
Spring House 1017 North Bethlehem Pike, Spring House, PA .- .,Owned .
Red Hill ' 400 Main Street, Red Hill, PA™ =™ © BRI G med |
Doylestown: . Loon ) L : %, +500 East Farm Lane, Doylestown, PA_ .0 _ 1.0 atm s an s ‘Leased,
Audubon 2624 Egypt Road, Norristown, PA , -Owned” )
Chalfont : 251 West Butler Avenue, Chalfont, PA Leased
Royersford ' 440 W, Linfield-Trappe Road, Royersford, PA Owned""
Souderton 702 Route 113, Souderton, PA Leased
Foulkeways 1120 Meetinghouse Road, Gwynedd, PA Leased
Malvern® ’ 30 Valley Stream Parkway, Malvern, PA Leased
Malvemn 83 Lancaster Avenue, Malvern, PA Leased

Blue Bell? 721 Skippack Pike, Suite 100, Blue Bell, PA Leased
Wyomissing® - 2800 State Hill Road, Wyomissing, PA Owned
Lansford B 13-15 West Ridge Street, Lansford, PA ’ Owned
Summit Hill : 2 East Ludlow Street, Summit Hill, PA Owned
Lehighton 904 Blakeslee Blvd, Lehighton, PA Owned
Slatington 502 Main Street, Slatington, PA Owned
Slatington Handi-Bank 701-705 Main Street, Slatington, PA Owned
Lehigh Township 4421 Lehigh Drive, Walnutport, PA Owned
Palmerton 372 Delaware Avenue, Palmerton, PA Owmned
Kresgeville Route 209, Kresgeville, PA Leased
Allentown® 1602 Allen Street, Allenton, PA ’ Leased
Pottstown-Train Station One Security Plaza, Pottstown, PA Leased
Pottstown-East End - 1450 East High Street, Pottstown, PA Owned
Pottstown-North End 930 North Charlotte Street, Pottstown, PA Leased
Pottstown Center ' . Rt. 100 and Shoemaker Road, Pottstown, PA Owned"

Pottstown-Coventry 2 Glocker Way, Pottstown, PA Leased

15




Office . Office Location Owned/Leased

Boyertown™ "> - . " ' "Rt 100 and Baus Road, Boyertown, PA =~ "7 T " "Leased
Dougléssville e : 1191 West Ben Franklin Highway, Douglasswlle PA " Leased *
Domeywlle R 3570 Hamilton Boulevard, Allentown, PA Leased
Warmmsterm <o 190 Vetérans Way, Warminster, PA~ ' ) ) L 'Owned(')
Petei Becker Commumty 815 Maplewood Drive, Harleysville, PA* ' U Leagéd!
Warrington™ N Titus and Easton Roads, Warrington, PA * ‘ ‘Owned? )
East Norriton™ 450 East Germantown Pike, East Norriton, PA 7 Owned™ !
(1) Branch buildings are owned by the Bank and the land is leased.
(2) Locations include Millennium Wealth Management and anate Banking ofﬁces
(3) These branches are expected to open for business in 2007.
(4) This branch is expected to open for business in 2008. L

n management's opinion, all of the above properties are in good condition and are adequate for the
Reg1strant s and the Bank's purposes. : .

.
tr

'

Item 3. Legal Proceedings . ) T .

Management, based on consultanon With the Corporanon $ legal counsel, is not aware of any htlganon that
would have a material adverse effect on the consolidated ﬁnanmal position of the Corporation. There are no o
proceedings pending other than the ordinary routine litigation incident to the business of the Corporatlon and its
sub51d1anes-—the Bank, HNC Financial Company and HNC Reinsurance, Company. In addition, no material
proceedmgs are pending or are known to be threatened or contemplated against the Corporation and the Bank by
govemment authorities. .

b + I3
. . LI .
* e N A

Item 4.  Submissien of Matters to a Vote of Security Hold'el"s" )

No -matter was submitted during the fourth quarter: sof 2006 to a vote of holders of the Corporation’ss -
Common Stock . . . o ‘

e ’ TR

B
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PART II . L

Item 5. . Market for Reglstrant’s Common Equity, Related Stockhelder Matters and Issuer Purchases of
Equity Securities’ .

The following table sets forth high and low closing sales prices for the Corporation’s common stock and
quarterly cash dividends paid per share for 2006 and 2005. The Cofporation’s stock is traded undér the symbol
“HNBC” on the NASDAQ Global Select Market. All share information has been restated to reflect stock
dividends and splits. For certain limitations on the Bank’s ability to pay dividends to the Corporation, see Item 1,
“Supervision and Regulation—Bank™ and Item 8, Note 20, “Notes to Consolidated Financial Statements—.
Regulatory Capital.” '

Price of Common Stock and Cash Dividends e ' ot

Cash dividends

2006 - High Price  Low Price per share
First Quarter(1). .. ... ..o $24.90 $18.65 $0.18
Second Quarter(1)...................... P 21.80  18.06 0.18
Third Quarter ....... P D 2087 ° CT1882 T 019
Fourth Quarter. . . . .. e e DU 21.72 . 19.22 0.20,
Cash dividends
2005 High Price  Low Price per share
First Quarter(2). .......... e e $23.77 $18.86 $0.16 . ;-
Second Quarter(2). . ........ e i 2236 . 17.83 . 0.17 -
v ThirdQuarter(1) ... ... .o i B . 2310 - 2000 0.17
Four(h Quarler(l) ............................ e ..o 2LeT 18.11 © 022

S - . ‘

(1) Adjusted for a five percent stock dwndend effecnve o/1 5/06

te

) Adjusted for a five percent stock dividend effective 9/15/06 and 9/ 15/05.

At Decembér 31 2006, there were 3,561 shareholders of record not mcludmg the number of persons or
entities whose stock is held in nominée or “street” name through various brokerage firms and banks. -

The Corporation has a stock repurchase program that permits the repurchase of up to five percent of its
outstanding common stock. The repurchased shares will be used for general corporate purposes.

The following table provides information about purchases made by the Corporation of its common stock
during the quarter ended December 31, 2006:

Issuer Purchases of Common Stock

Maximum

Total Number Number of
of Shares Shares that may
Weighted Purchased as yet be

Total Number of Average Part of Publicly Purchased

Commeon Shares  Price Paid Announced under the

. Purchased Per Share " Plans Plans(1)

October 1-31,2006................ 46,500 $21.25 46,500 919,261

November 1-30,2006. . ............ — —_ — 872,761
December 1-31,2006.............. — — — 872,761

Total ...l 46,500 $21.25 46,500

(1) On May 12, 2005, the Board of Directors authorized a plan to purchase up to 1,416,712 shares (restated for
five percent stock dividend paid on September 15, 2006 and September 15, 2005) or 4.9%, of its outstanding
common stock.
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Equity Compensation Plan Information ST

Theé followmg table prowdes mformatlon about ifiares of the Corporatlon 5 stock that may "be lssued under

existing equity compensation plans as of December 31, 2006. T
e . . - N , -1 hl H L] : 1
' } ‘:’ o i 'I '. K e o Number OfSecuntles Remammg Available
, * Number Of Securities To Be Issued ~ Weighted-Average Exercise Price’  * For Future Issuance Under Equity
vt ko Upon Exercife Of Outstanding "' Of Outstanding Options, Warrants' = Compensation Plans; Excluding Securities
Plan Category * ° Oguons, Wartants And Rights © AndRights . .t .Reflected In Column (A)
: (A) (%) (B)(®) P (@),
Equity Compensation Plans '
Approved by Stockholders 1,157,485 $i5.60 per share o - L '1,272,59_7-. '
Equity Compensation Plans .
Not Approvedby = '~ I Y- R -0- 23,043,
Stockholders a7t Z e T . -
4 ! s L . .o te ! 1
TOTAL « oAb 1,157,485 , $15.60 per share i " ],295.(5149. N
K N NS . 2 - .t

B |

(1) Includes options issued litider the Corporation’s 1993 and 1998 Stock Incentive Plans, 1998 Independenit Director’s
Stock Option Plan, 2004 Omnibus Stock Incentive Plan and options assumed pursuant to the merger & acquisition of
Millennium’ Bank on Apnl 30 2004

P

(2} On December 13 1996, the Board of Directors authorized the registration of 70,354 shares of comman stock for issuance
under the HNC Employce Stock*Bonus Plan. On December 24, 1996, in celebration of the Corporation reaching §$1
billion ‘in total assets, 41,685 shares were issued to full and part-time employees of the Corporation’s subsidiaries.
Annually; since 1996, a total of 5,626 shares in the aggregate, have been awarded under this Plan to employees in
recognition of exemplary service during each calendar year. When awarded, the value of shares is based on the closing
price of HNC common stock as of the close of business on the last business day of the most recently completed calendar
quarter. Registered shares and available shares under the Plan reﬂect adjustment for stock dwrdends

A ] L ) . .
Addltlonal information on the Corporation’s equity, compensation plans included under item &, Note 1,
“Notes to Consolldated Fmancral §tatements——Stock Based Compensatlon and Note 14, “Stock-Based
Compensation,” is 1ncorporated herem by reference
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Shareholder Return Performance Graph _ ' _ R

" A line graph comparing_ the"y'early change in the cumulative total shareholder return on the Corporation’s
common stock against the cumulative total return’of the NASDAQ Stock Market (U.S. Companies) Index and the
NASDAQ Bank Stocks Index for the period of 5 fiscal years commencmg January 1, 2002, and ending‘December

312006, follows. The shareholder retum shown on the graph below is 'not necessanly indicative of futurc -t
performance e . . S
vl Ot . LA . AR R . o
J B ' " e ‘l.‘ . - Fl v T ' f. . M m
. | ! 1 . ot ¢
. - '_" Companson of Fwe—Year Cumulatlve Totai Returns '

Perfotmance Graph for Harleyville Natlonai Corporauon
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Item 6. Selected Financial Data

+

Year Ended December 31,

- 2006(3) 42005 . - 2004(2) vt 2003 2002
. - W : t4v .-+, (Dollars in thousands, except per share information)

Income and expense e e . _ '_ L )
Interestincome . ... .... e S8 178941 -8 151,739 - § 127,729 . § 115,200 $ 132,630
Interest expense. . ............... 95,768 64,618 42,638 40,079 52,610 ,
Net interestincome . .. ........... 83,173 87,121 85,091 79,121 80,020,
Provision for loan losses. . ........ 4,200 3,401 2,555 3,200 4,370
Net interest income afier provision

forloanlosses............... s 78,973 83,720 . 82,536 75,921 75,650
Noninterestincome . .. ........... 45,445 , 29,990 | 28,158 27,638 22,523
Noninterest expense ... .......... 70,927 T 62479 ¢ - 59561 59,529 56,297
Income before income tax expense . . 53,491 51,231 51,133 44,030 41,876
Income tax expense.............. - - 14,076 12,403 - 12,566 8,697 8,949
Netincome .................... $ 39415 3 38,828 $ 38,567 $ 35333 § 32927
Per share information(1) :
Basic ¢amings. .. ............. . $ 1.36 5 134 3 1.35 $ 1.28 $ 1.19
Diluted eamings ................ 1.34 1.32 1.31 1.24 1.16
Cash dividends paid .......... PO 0.75 0.72 0.65 0.57 0.49
Basic average common shares :

outstanding . .. ............... . 28,946,847 28,891,412 28,505,392 27,557,04 27,669,811
Diluted average common shares ' . .

outstanding. ................. 29,353,128 29,490,216 29,465,613 28,505,43 28,507,220
Average balance sheet ) ' ’
Loans. . .&eeee it $2,014,420 $1,800,023 $1,625,419 $1,354,127 . $1,333,300
Investments. .. ................. 925,635 903,063 941,910 950,225 823,004
Other interest-earming assets. ... ... 79,670 51,740 41,064 28,782 25411
Totalassets ... ................. 3,229,224 3,039,186 2,773,405 2,466,070 2,309,422
Deposits ........oovvivoevivnnn 2,469,514 2,259,831 2,094,998 © 1,927,899 1,808,390
Borrowed funds. .. .... e 434,938 456,599 372,141 270,325 247,221
Shareholders’ equity . ............ 281,847 272,974 . 251,963 216,846 198,373
Balance sheet at year-end B
Loans. .........oiiiienieanan. $2,047,355 $1,985,493 $1,845,802 $1,408,391 $1,333,292 -
Investments.................... 911,889 901,208 943,563 924 874 971,467
Other interest-caming assets. . ... .. 62,975 37,455 56,291 38,551 41,910
Totalassets .......70............ 3,249,828 3,117,359 3,024,515 2,510,939 2,490,864
Deposits ........c.ooiiiinaan.. 2,516,855 2,365,457 2,212,563 1,979,081 1,979,822
Borrowed funds. . ............... ' 389,495 439,168 488,182 255,056 253,906
Sharcholders” equity .. ........... 294,751 273,232 270,5'_32' 227,053 206,206
Performance ratios ‘ E "' o ' .
Return on average ASSELS. ... . o L22% 1.28% . , 13% ] 143% 1.43%
Return on average.equity ......... . 13.98 14.22 15.31 16.29 16.60
Average equity to average g : Co

TBSSELS. ... 8.73 8.98 9.08 879 . 8.59

Dividend payoutratio . ........ ... ; 55.26 53.41 4816 . 44.06 40.94

(t
9/15/03.. :

)

()
Honesdale braqch t;ffectivc November 10, 2006.

The results of operations include the acquisition of Millennium Bank effective April 30, 2004,
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Adjusted for a five percent stock dividend effective 9/15/06, 9/15/05, 9/15/04 and 9/16/02 and a five-for-four stock split effective

The results of operations include the acquisition of the Comerstone Companies effective January 1, 2006 and the sale of the Bank’s




Item 7.  Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following is management’s discussion and analysis of the significant changes in the results of
operations, capital resources and liquidity presented in its accompanying consolidated financial statements for
Harleysville National Corporatiori (the Corporation), and its wholly owned subsidiaries—Harleysville National
Bank (the Bank), HNC Financial Company and HNC Reinsurance Company. The Corporation’s consolidated
financial condition and results of operations consist almost entirely of the Bank’s financial condition and results
of operations. Current performance does not guarantee, and may not be indicative of, similar performance in the
future. The information in Management s Discussion and Analysis of Financial Condition and Results of
Operations should be read in conjunction with the Corporation’s consolidated financial statements and the
accompanying footnotes under ltem 8 of this report on Form 10-K.

1 . 1
oo -
. ! T,
'
+ [

Critical Accountmg Estlmates ’

The accountmg and reportmg policies of the Corporation and its subs1d|ar1cs conform to accounting
principles generally accepted in the United States and general practices with the financial services industry. The
Corporation’s significant accounting policies are described in Note 1 of the consolidated financial statements and
are essential.in understanding Management’s Discussion and Analysis of Results of Operatlons and Financial
Condition. In applying accounting policies and preparing the consolidated financial statements, management is
required to make estimates and assumptions that affect the reported amount of assets and liabilities as of the dates
of the balance sheets and revenues and expenditures for the periods presented. Therefore, actual results could
-differ significantly from those estimates. Judgments and assumptions required by management, which have, or
could have a material impact on the Corporation’s financial condition or results of operations are considered
critical accounting estimates. The following is a summary of the policies the Cqrporation recognizes as involving
critical accounting estimates: Allowance for Loan Loss, Goodwill and Other Intangible Asset Impairment,

Stock- Based Compensatlon Unreallzcd Gains and Losses on Debt Secunnes Avallable for Sale and Deferred
Taxes. = ' - g

Allowance for, Loan Losses: The Corporatlon mamtams an allowance for loan iosses at a level management
betieves is sufficient ta absorb estimated probable credit losses. Management’s determination of the adequacy of
the allowance is based on periodic evaluations of the loan portfolio and other relevant factors. However, this
evaluation is inherently subjective as it requires significant estimates by management. Consideration is given to a
variety of factors in establishing these estirnates including historical losses, current and antncnpated economic
conditions, diversification of the loan portfolio, delmquency statistics, results of internal loan reviews, borrowers’
perceived financial and management strengths, the adequacy of underlying collateral, the dependence on
collateral, and the'strength of the present value of future cash flows and other relevant factors. These factors may
be susceptible to significant change. To the extent actual outcomes differ from management estimates, additional
provisions for loan losses may be required which may adversely affect the Corporation’s results of operations in
the future. : . - .

Goodwill and Other Intangible Assét Irpairment: Goodwill and other intangible assets are reviewed for .
potential impairment on an annual basis, or more often if events or circumstances indicate that there may be
impairment, in accordance with SFAS No. 142, “Goodwill and Other Intangible Assets.” Goodwill is tested for*
impairment at the reporting unit level and an impairment loss is recorded to the extent that the carrying amount of
goodwill exceeds its implied fair value. The Corporation employs general industry practices in evaluating the fair
value of its goodwill and other intangible assets. The Corporation calculates the fair value using a combination of
the following valuations: deposit prcmiums based on market deals, current stock pricing tracking as a multiple of
book value, discounted cash flow of earnings with a terminal value and market multiple of earnings. Management
performed its annual review of goodwill at June 30, 2006 in ‘accordance with SFAS No. 142 and determined there
was no impairment of goodwill and identifiable intangible assets. ‘No assurance can be given that future”
impairment tests will not résult in a chargé to earings. - .

. . [ [ L o

[ - . . ..
i : . - . I
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Stock-based Compensdtion: - The Corporation adoptéd SFAS No. 123 (révised 2004), “Sharé-Based
Payment” (SFAS 123(R)) on January 1, 2006 using the modified prospective application method of transition.
SFAS 123(R) was issued by the FASB in December 2004, requiring all forms of share-based payments to
employees, including employee stock options, be treated the same as other forms of compensation by recognizing
the related cost in the income statement. The expense of the option is generally measured at fair value at the grant
‘date w1th compensation expense recogmzed over the service period, which is usually the vesting perlod Prior to
January 1, 2006, the Corporation followed SFAS 123 and APB 25 with pro forma disclosures of net income and
earnings per share, as if the fair value-based method of accounting deﬁned in.SFAS 123 had been apphed
Effective January 1, 2006, the Corporatlon recognizes compensation expense for the portion of outstanding
awards at January 1, 2006 for which the requisite service has not yet been rendered, based on the grant-date fair
value of those awards calculated under SFAS 123 for pro forma disclosures. For new grants awarded on or after
January 1, 2006, the Corporation has chosen to continue the use of the Black-Scholes option-pricing model (as
used under SFAS 123} to estimate the fair value of each option on the date of grant. The Corporation estimates
the fair value of options under the Black-Scholes model which takes into consideration the exercise price dand '
expected life of the options, the current price of the underlying stock and its expected volatility, the expected -
dividends on the stock and the current risk-frée interest rate for the expected life of the'optiosi: The.Corporation’s
estimate of the fair value of a stock option is based on expectations derived from historical experience and may
not necessarily equate to its market vahie whien fully vested. In accordance with SFAS 123(R),:the Corporation
estimates the number of options for which thé requisite sérvice is expected to be renderéd as compared to =«
accounting for forfeitures as they occur under SFAS' 123. The Corporation recognizes compensation expense for
new grants using the straight-line method which recognizes compensation expense for shares vesting evenly over
the period of vesting. Pro-forma disclosures under SFAS 123 have been based upon the accrual method whicti -
treats 'each vesting tranche as a separate award and amomzes expense evenly (prorated) from grant date to vest
date for each tranche ) Coa

' 3 .

Unrealized Gams and Losses on Debt Securities Available for Sale: The Corporatlon rece]wes estlmated falr
values of debt securities from independent valuation services and brokers. In developing these fair values, the
valuation servicesand brokers use estimates of cash flows based on historical performance ‘of similar instruments
in similar rate erivironments. Debt securities available for sale are mostly comprised of mortgage- backed T
securities as well s tax-exempt mumc:pa! bonds and U.S. govemment agency securmes . o

Deferred Taxes: The Corporauon recogmzes deferred tax assets and llablimes for the[future effeets of
temporary differences, net operating loss carryforwards and tax credlts Deferred tax. assels are subject to
management’s judgment based upon available evidence that ﬁJture realizations are l1kely 1f management
determines that the Corporation may not be able to realize some or all of the net deferred tax asset in the future a
charge, to income tax expense may be requ1red to reduce the value of the net deferred fax asset to the expected
realizable value. .

. R I S .
The Corporation has not substantively changed its applicat_ion of the foregoing policies, and there have been
no material changes in assumptions or estimation techniques used as compared to prior periods.
T . ST . . P LRI

Fmanc:al Overview S R s

. s

The Corporation achieved its 31* consécutive year of earnings growth and the 32"" consecutive yéar of
dividend increases to shareholders during 2006. For the year ended December 3142006, dituted earnings per
share were $1.34 compared to $1.32 for 2005 and basic earnings per share-were $1.36' for 2006 compared to-
$1.34in 2005 Net income in 2006 was $39 4 mllhon compared to $38 8 mllhon in 2005.- o

The year -to- date financial results mclude the favorable lmpact on operations from the acqulsmon of the
Comerstong Companies effective January 1, 2006 and the $6.9 mllhon af'ter—tax gain on the sale of the Bank’s
Honesdale branch during the fourth quarter of 2006 partlal]y offset by,lower net interest income due to the
continued margin compression during 2006, The results also reflect the issuance of 1 382,000 shares of the
Corporation’s common stock for a 5% stock dividend payable September 15, 2006. All share and per share
information has been restated to reflect this stock dividend.
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- The:Corporation’s consolidated total assets.were $3.2 billion at December 31, 2006, an increase of 4.2% or
$132.5 million over $3.1 billion in total assets reported at December 31, 2005. This increase was primarily
attributabtle to loan growth of $61.9 million and an increase in cash and investments of $40.3 million. The growth
in loans took place pnmanly in the commercial and industrial, commercnal real estate and'residential mortgage
portfollos . : : .

The returfi on average shareholdérs’ eqmty was 13.98% in 2006 compared to 14.22% in 2005. The return on
average assets was 1.22% in 2006 compared to 1. 78% in 2005. The decrease in the annualized return on average
shareholders’ equity dunng 2006, was pnmanly due tothe retention of earnings. -

Net interest income on a tax- equlvalent basis decreased $4.3 million, or 4.6%, for the year ending
December 31, 2006, over the prior year. The decrease in net interest income for the year was mainly attributed to
higher deposit and borrowing costs offset in part by higher loan'and investment rates. The net interest margin for
2006 was 2.95% compared to 3.27% for 2005. Due to market conditions, deposit rates have increased more .
quickly than the loan rates have increased. Growth in average earning assets for 2006 was 5.8%. During 2006,
noninterest income rose $15.5 million primarily attributed to wealth management income generated from the
Cormnerstone Companies acquisition in January 2006, the $10.7 million pre-tax gain on the sale of the Honesdale
branch pamally offset by the loss on sales of investment securities of $674,000 as compared to a gain of $4.8 .
million during 2005. Noninterest expense increased $8.4 million mainiy due to higher salary and benefits expcnse of
$7.2 million related to the Cornerstone Companies acqutsmon “higher staffing levels resultmg from growth and
increased incentives.,. . * Sl s '

=

The'quality of the loan portfolio is 4 key focus'of the Corporation. Nonperforming assets (including
nonaccrual loans, net assets in foreclosure and loans 90 days or more past due)} were .54% of total assets at
December 31, 2006, compared to .27% at December 31, 2005. The higher leve! of nonperforming assets was
mainly due:to an increase in nonaccrual commercial mortgage loans for six borrowers totaling $6.0 million and
an increase in real estate loans delinquent 90 days or more of $1.6 million. »

Core deposits (total deposits léss time déposits) increased 3.4%; or $55.5 million, to $1.7 billion at
December 31, 2006 as compared to $1.6 bllhon at December 31, 2005. Total deposns increased $151.4 million,
or 6.4%, for the same penod which was primarily attributable to the growth in pUbllC fund interest checking
products and time depaosits. . . » -, . .

On November 10, 2006, the Bank completed the sale of its Honesdale branch located in Wayne County,
Pennsylvania with deposits of $74.2 million, as well as loans and other assets of $22.5 million to First National
Community Bank. In connection with the sale, the Bank paid net cash of $42.5 million and recorded a gain in the
fourth quarter of 2006, net of federal income taxes, of $6.9 million or $.24 per diluted share. The sale of this
single Wayne County location' will allow the Bank to focus on expanding within its core markets and also help to
provide the resources requlred 1o support strategic initiatives.

+ Effective January 1, 2006, the Bank completed its acquisition of the Comerstone Compames registered
investment advisors for high net worth, privately held business owners, wealthy families and institutional clients.
Located in the Lehigh Valley, Pennsylvania, the firm specializes in providing sophisticated open architecture
asset managemenf platforms; - business succession and estate planning services, life insurance sales and
compensation and benefits consultmg The Cornerstone Companies had assets under management of
approxnmately $1.5 billion at the acquisition date and serve cllents throughout Pennsylvania and-other mid- ..
Atlantic states. . - A i S . . R ' :

The transacuon was accounted for using the purchase method of accounting. The purchase price consisted of
$15.0 million in cash pa1d at closing and a contingent payment of up to $7.0 million’ to be pald post-closing. The
contingent payment iS-based upon-the Cornerstone Companies meeting certain minimum operating results during
a five-year earn-out period with a maximum payout of $7.0 million over this peried. For 2006, the minimum
operating results were miet resulting.in-an earn-out payment of $1.0 million which was recorded as additional
goodwill. At December-31, 2006, the remammg maximum payout is $6.0 mllllOl’l through 2010. - . Tt

. LT A SFE fu P *
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On June 30, 2005, the Bank sold its former subsidiary, Cumberland Advisors: Inc.; to David R. Kotok and
Associates, [nc. in a stock sale. The sal¢ price was $2.0 million cash. Cumberland-Advisors, based in Vineland,
New Jersey, is a SEC registered investment advisor specializing in fixed income money management and
equities. [t was acquired by the Corporation on April 30, 2004 as part of its Millennium Bank acquisition. Based
upon management’s analysis of Cumberland Advisors’ results of operations and assets in comparison to the
Corporation’s, management determined the impact of the sale of Cumberland Advisors is immaterial, and
therefore the transaction is not presented as discontinued operations.

For a five-year summary of financial.information, see Item 6, “Selected Financial Data which is
incorporated herein by reference.

For quarterly information for 2006 and 2005, see Item 7, “Management’s Discussion and Analysis of
Financial Condition and Results of Operations—Fourth Quarter 2006 Results,” and Table 16, “Selected Quarterly
Financial Data which are incorporated herem by reference. ‘ .

Investment Securities

SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities” requires that debt and -
equity securities classified as available for sale be repoited at fair value, with urirealized gains and losses
excluded from earnings and reported in other comprehensive income.-The net effect of unrealized gains or losses,
caused by marking an available for sale portfolio to market, causes fluctuations in the level of shareholders’
equity and equity-related financial ratios as market interest rates cause the fair value of fixed-rate securities to
fluctuate. -

Investment securities increased to $911.9 million at Decémber 31, 2006 from $901.2 mitlion at
December 31, 2005, The investment securities available for sale increased $11.4 million and the investment
securities held to maturity decreased $676,000. During 2006, $110.8 million of securities available for sale were
sold which generated a pre-tax loss of $674,000. The securities sold consisted primarily of buliet and callable
agency, tax-exempt municipal and mortgage-backed securities. In comparison, $273.9 million of securities
available for sale were sold in 2005 which generated a pretax gain of $4.8 million.

The following table shows the carrying value of the Corporation’s investment securities available for sale
and held to maturity: -

Table 1—Investment Portfolio

- December 31, R .
2006 2008 , 2004
{Dollars in thousands)

Investment securities available for sale:

Obligations of other U.S. government agencies and corporations .. . . . .. $119,956 $157,396  §153,103
Obligations of states and political subdivisions . ... ................. . 201,643 173,845, - 198,499
Mortgage-backed securities . ... ............. e 476,107 467,568 454,730
Other securities. . ... oo e - 55,304 42 844 68,400

Total investment securities available forsale. . ....... .. S oo.. -$853,010  $841.653  §874,732

Investment sccurities held to maturity: o J . S

Obligations of other U.S, government agencies and corporations ... ... $ 385 $§ 3,843. % 3,830
Obligations of states and political subdivisions ..................... : 55,023 . 55,712 . 64,662
Morigage-backed securities . .. ............ ...l e R — 339

Total mvestment securities held to maturity. . . .. RPN . ..... ... % 58,879 '$ 59,555 § 68,831

The maturity analysis of investment securities including the weighted average yield for each category as of
December 31, 2006 is as follows. Actual maturities may differ from contractual maturities because issuers and
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.
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Tabte 2—Maturity and Tax- Equwalent Yield Analysis of Investment Securities

o e va, e . .. December 31, 2006
L ! e Due after Due after
i . Co .7 Duéin | year' 1ycar through 5 years through  Duc after

R . -+ orless .. -5 vears - 10 years 10 vears Total
’ {Dollars in thousands)

lnvestment securltles available for sale .

]

Obligations of other U.S. govemmenl _‘ : “t '

agencies and corporations: o n

Fairvalue............... .ol .. 517,694~ $49,616 $47.271 $5.375 $119.956

Weighted average yield . ............ 4.26% 4.49% 5.0000 5.32% 4,6%%

Weighted average maturity ...."..... y N : .+ .~ 4d.6years
Obligations of states and political

subdivisions: - : O -, e :

Fairvalte. .. .......couvuveeunnn... —_ 83,499 71,547 46,597 201,643

Weighted average yield(1)........ Lt =% 6.05% 6.03% 5.99% 6.03%

Weighted average maturity .......... , 7.3 years
Mortgage-backed sccurities:

Fairvalue......................... 4,656 330,584 121,881 ° 18,986 476,107

Weighted average yield ............. T 43% 4.80% 5.20% " 5.65% 4.93%

Weighted average maturity .......... . . 4.7 years
Other debt securities: - e .-

Fairvalue. . .............0 ..., T — 10912 2,329 9,910 23,151

Weighted average vield ............. —% 5.53% 4.71% 5.95% 5.63%

Weighted average maturity .......... : o , iy C 14.8 years
Equity securities:

Fairvalue............. .. cc.viiai.. — — — — 32,153

Weighted average yield . ............ —% —% . — — L 458%
Total investment securities available for

sale: | o

Fairvalue..................... oL $22,350 $474.611 $243,028 $80,868 $853,010

Weighted average yleld ............. c e 4.28% ¢ 5.00% 5.40% 5.86% 5.16%

Weighted average maturity. ... L 5.6 years
Investment securities held to matunty ' o o '
Obtigations of othef U.S. government ' ‘ '

agencies and corporations: _ ; ) ’

Amortized cost ...l $'— 8 — % — 8385  $385%

Weighted average yield . ... .. .. Y —% —% —% 5.45% 5.45%

Weighted average maturity .......... ‘ ' ’ : 11.5 years
Obligations of states and polmcal ‘ :

subdivisions: - . . ' - )

Amortized Cost. .. ... it 2,843 43,117 - - 9,063 55,023

Weighted average yield(1)........... C8.02% 6.36% —% 5.93% 6.38%

Weighted-average maturity ........%. - S : ' L 3.7 years
Total investment securities held-to : : B T

maturity:’ ' - F7 T - ~

Amortized Cost . . ................. $ 2,843 $43,117 $ — $12,919 $58,879

Weighted average yield ............ 8.02% 6.36% —% 5.79% 6.32%

Welghted average matunty. STy A o Co © - 4.2 years

(H Welghted average vield on nontaxab]e mvestment securities is shown on a- tax equwalent basis (tax rate of
35%)" g s . o .
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Loans e R . PR N T TLC P T I SO

Loans increased $61.9 million,.or 3.1% in 2006, primarily attributed to growth in commercial and industrial,
commercial rea] estate and residential mortgage loans. The growth.m commercizl loans was mainly due to the
emphasis on owner-operated businesses and real estate loans in'its primary market. One of the Bank’s strategic
objectives is to increase its loan to deposit ratio by growing its loan portfolio at a faster pace than its dep051ts _
The planned reduction in lease financing was due to run-off and sales. Loans mcreased $140.0 mllllon or 7 6% in
2005, primarily attributed to growth in commercial real estate loans and home equity loans, ~

The following table shows the composition of the Bank’s loans, net of deferred costs: -

Table 3—Composition of Loan Portfolio

December 31, -
2006 L 2005 2004 2003 2002
Percent = Percent Percent - Percent . ! Percent
Amount of Loans Amount. of-Loans Amount ofLoans Amount ofLoans Amount , of Loans
(Dollars in thousands)

Real estate ... § 845880 41% § 791,358 400 5 693,468 3% % 498,135 35% ‘8§ 422,692 I¥%
Commercial - et
and industrial 507,899 25% - 479,238 -24% 473,514 26% 385,554, 2?% 376,406. ,...27%
Consumer, , .. . 685,988 34% 697,373 35% 645,718 35% 463,492 38% 44}6,953 1 3%
uase . PP s . : .
financing . . 7588 _—% 17,54 1% 33,102 _ % 61,2100 4% 87241 ' .
Total ..... $2,047,155 100% $1,985,493 1007 $1,845,802 1000 $1,408,391 1007 $1,333,292 ’ lOU’/u '
= — ———— | —1 3 — | __———3 — =

ol ; . . 1,‘,‘

- L. .

The following table details outstanding loans by type as of December 31, 2006, in terms of contractual
maturity date:

Table 4—Selected Loan Maturity Data ~ oo - S

oot . . PR

December 31, 2006
r . - - : R Due after o i
Due i in " 1 year Due after . L.
1 vear-or less* through Syears S years . Total -

- o (Dollars in thousands) | |
Realestate..................cccoviiii... $106,827  $370,669  $368, 384 $ 845 880
Commercial and industrial . .. .............. 104,800 157,328 245,771 .’ 7507,899°
Consumer ...........couiiiieinnannninn. 227,619 187,288 271 ,08|1 6'85,988
Lease financing. . .......... ... ... i..L. 7,588 - — A 7,588 *

Tofal ....... .o i ceeeen- $446,834 $715,285  $885,236 $2.047,355
Loans with variable or floating interest . P o

21121 G $287,142 $110,533  $361,187 § .758862 .
Loans with fixed predetermined interest rates . 159,692 -~ 604,752 524,049 1,288,493J

Total ........................ P $446,834 $715,285  $885,236 $2,047355,

N '

. . R I . PRI
The Bank had no concentration of loans to individual borrowers which exceeded 10% of total loans at
December 31, 2006 and 2005. The Bank actively monitors the risk of loan concentration.,The Bank had no
foreign loans, and the impact of nonaccrual and delinquent loans on total interest income was not material.

I T

Nonperforming Assets ‘ e .
Nonperfonmng assets include loans that are in nonaccrual status or 90 days or more past due and loans that

are in the process of foreclosure, A loan is generally classified as nonaccrual when principal or interest has

consistently been in default for a period of 90 days or,more, when there has been deterioration in the financial

condition of the botrower, or payment in full of principal or interest is not expected. Delinquent loans past due
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90 days or more and still accruing interest are loans that are generally well- secured and expected to be restored’to
a current status in the near future

Nonperformmg assets (mcludmg nonaccrual loans, lodns 90 days or more past due and net assets in
foreclosure) were .54% of total assets at December 31, 2006, compared to 0.27% at December-31, 2005 and
0.20% at December 31, 2004. The ratio-of nonperforming. loans to total net-loans was 0.87% at December 31,
2006, compared to (.42% at December. 31, 2005 and-0.31% at December 31, 2004., o

Nonaccrumg loans increased $7.7 millioni to $15.2 m]“l()n at Decémber 31, 2006, as compared 10
December 31, 2005. The higher level of nonaccruing loans was mamly due to an increase in nonaccrual
commercial mortgage loans during 2006: three borrowers totaling $2.8 million during the first quarter, one
borrower for $803,000 in the second quarter and two borrowers totaling $2.4 million during the fourth quarter. , ...
Nonaceruing loans increased $2.8 million to $7.5 million at December 31, 2005, in comparison to December 31;
2004:.The increase in nonaccruing loans was primarily due to commercial mortgage loans for one borrower
totaling $1.5 million and commercial business loans for four borrowers totaling $1.1 million which were placed
on nonaccrual of interest. The Bank’s policy for interest income recognition on nonaccrual loans is 1o recognize
income under the cash basis when the loans are both current and the collateral-on the loan-is sufficient to cover,
the outstanding obhganon to the Bank. The Bank will not recognize mcome if these factors do not exist, During
2006 interest accrued On normccrumg 16ans and not recogmzed as interést income was $788,000 and interest paid
on nonaccrumg loans of $l9l 000 was recogmzed as interest income. During 2005, mterest accruedon
nonaceriing loans and not recogmzed as. 1nterest income was $3 10, 000 and mterest paid on nonaccruing loans of
$250, 000 was recogmzed as mterest mcome

. . . . .

{Loans past due 90 days or more and still accruing mterest are ioans that are generally well secured and are in
the process of collection: As of December 31, 2006, loans past due 90 days or more and still accruing interest L
were $2.4 million, compared to $846,000 at December 31, 2005 and $981,000 at December 31, 2004. The higher
level of loans past‘due 90 days or more at December 31, 2006 from December 31, 2005 was pnmarlly in:the real
estate loan portfollo - - - )

There were no riet assets in foréclésure at December 3l 2006, The December 31,2005 net assets in
foreclosure balance of $29,000, decreased $341,000 from Deceniber 31, 2004, During 2005, transfers from lans
to assets in foreclosure were $288,000, disposals on foreclosed properties were $466,000, and charge offs of
$123,000 were recorded. Effortsto liquidate assets acquired in foreclosure proceed as quickly as potential buyers
can be located and legal constraints perrmt Foreclosed assets are carried at the lower of cost (lesser of carrying
value of the asset or fair value at.date of acquisition) or estrmaled fair value. . . ' .

The followmg table presents information concerning nonperforming assets. Nonperforming assets include
loans that are in nonaccrual status or 90 days or more past due and loans that are in the process of foreclosure

[ -

~

Table S—Nonperformmg Assets S P S

1 oot . . . \ o o oL
el Co S P . _December 31, - -
S T T AR I © 7 “{Dollars in thousands) ’
Nonaccrual loans™. . .»% v ... . o ol $15,201 §7,493  $4,705* $3343  $5,109
Loans 90 days or,more pastdue ........ PR 2,444 846 981 , _ 1,164 1,193 .
Total nonperforming 10anS. .. ..o , 17,645 8,339 5686, 4,507 6302
Net assets in foreclosure. ................ PR - .29 370 . 933 -390 ,
_Total nonperformm,g SSELS .. srieer s $317,645 $8.368 36,056 $5442 56,692
Allowance, for loan losses to nonperformmg o o . T e
loans .. ... .. e 119.9% 238.2% 324.6% 371.7% 272.8%
‘Nonperforming loans to total loans. ......... e 087% 042% 031% 032% 047%
Allowance for loan losses to total loans . . . ... .. . 1.03% 1.00% 1.00% 1.19%  1.29%

Nonperforming assets to total assets............. 054% 027 020  022%  0.27%
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Allowance for Loan Losses : ' o

. .

The Corporation uses the reserve method of accounting for loan losses. The balance in the allowance for
loan losses is determined based on management’s review and evaluation of the loan pertfolio in relation to past
loss experience, the size and composition of the portfolio, current econothic events and conditions, and other
pertinent factors, including management’s assumptions as to future delinquencies, recoveries and losses: '+
Increases to the allowance for loan losses are made by charges to the provision for loan losses. Credit exposures
deemed to be uncollectible are charged against the allowance for loan losses. Recoveries of prevmusly charged-
off amounts are éredited to the allowance for loan losses. ~

While management considers the allowance for loan losses to be adequate based on information currently
available, future additions to the allowance may be necessary due to changes in economic conditions or.
management’s assumptions as to future delinquencies, recoveries and losses and management’s intent with regard
to the disposition of loans. In addition, the Office of the Comptroller of the'Currency (the OCC), as an integral *
part of their examination process, periodically reviews the Corporation’s allowance for loan losses. The OCC
may require the Corporation to recognize additions to the allowance for loan losses based on their Judgments
about information available to them at the time of their examination. .’

The Corporatlon s allowance for 10an losses is the accumulatlon of various components that are calculated
based on various independent methodologles The components of the a]iowance for cred1t osses consist of both
‘“historical losses and estimates. Management bases its recogmftlon and estimation of each allowance component
on certain observable data that it believes is the most reflective of the underlying loan losses being estimated. The
observable data and accompanying analysis is directionally consistent, based upon trends, with the resulting
component.amount for the allowance for loan losses. The Corporation’s allowance for loan losses componerits
includes the following: historical loss estimation by loan product type and by risk rating within each product-
type, payment (past due) status, industry concentrations, internal and.external variables such as economic.
conditions, credit policy and underwriting changes and results of the loan review process. The Corporation’s
historical loss component is the most significant component of the allowance for loan losses, and all other
allowance components are based on the inherent loss attributes that management belleves exist within the total
portfolio that are not captured in the historical loss component.

The historical loss components of the allowance represent the results of analysis of historical charge-offs
and recoveries within pools of homogeneous loans, within each risk rating'and broken down' further by segment,
within the portfolio. Criticized asgsets are further assessed based on trends expressed as percentages relative to -
delinquency, risk rating and non-accrual, by credit product.- '

The historical loss components of the allowance for commercial loans are based principally on current risk
ratings, historical toss rates adjusted, by adjusting the risk window, to reflect current events and conditions, as
well as analysis of other factors that may have affected the collectibility of loans. The Corporation analyzes all
commercial loans that have been identified as having potential credit risk. The review is accomplished via
Watchlist Memorandum, and is designed to determine whether such loans are individually impaired, with
impairment measured by reference to the collateral coverage and/or debt service coverage, The historical loss
component of the allowance for consumer loans is based principally on loan payment status, retail classification
and historical loss rates, adjusted by altering the risk.window, to reflect current events and conditions.,

The industry concentration component is recognized as a possible factor in the estimation of loan losses'.
Two industries represent possible concentrations: commercial real estate and consumer loans relyirig on
residential home equity. No specific loss-related observable data is recognized by management currently,
therefore no specific factor is‘calculated in the reserve solely for the impact of these concentrations, although
management continues to carefully consider relevant data for possible future sources of observable data.
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) The historic loss model includes a judgmental component {environmental factors) that reflects -
management’s belief that there are additional inherent credit losses based on loss attributes not adequately
captured in the lagging indicators. Furthermore, given that past-performance’indicators may not adequately °
capture current risk levels, allowing for a real-time adjustment enhances the validity of the loss recognition
process, There are many credit risk management réports that are'synthesized by credit risk management staff to
assess the direction.of credit risk and its instant effect on losses. It is important to continue to use experiential
data to confirm risk as measurable losses will continue to manifest themselves at higher than normal levels even
after the-economic cycle has begun an upward swing and lagging indicators begin to show improvement. The
yudgmental component is allocated to the spec1f' c segments of the portfollo based on the historic loss component

The allowance for loan losses mcreased $1.3 m1ll|on or 6 5%, to $21.2 mlll:on at December 31, 2006 as
compared to December 31, 2005. The increase in the allowance was primarily due to inherent risk related to loan
growth and the increase in nonperforming loans of $9.3 million. The allowance for loan losses increased
$1.4 million, or 7.6%; to $19.9 million at December 31, 2005 as compared to December 31, 2004. The increase in
the allowance was primarily due to loan growth-and the increase in‘nonperforming loans of $2.7 million. - -

" A summary of the activity in the allowance for loan losses is as follows:

Table 6—Allowance'f0r Loan Losses

1 L R e . S ot et

! L, . December 31, 1
‘ ] o t ; i 2006 . 20058 _ . .2004 2003 e 2_002 _
s _ o ) .. . A(Dol!nrs in thousands) ) "
'Averag'e' loans ........ T '$2,014,420 $1,500,023 - $1,625,419 81,354,127 $1,333,300
Allowance, beginning of  * " ' D o ' '
YEAT Lot 0§ 19865 TS 18455  § 16753 _§ 17090 § 15558
Loans charged off: : _ _
Commercial and lndustnal ........ 1,141 353 522 515 108
Consumer., ., .0, ...wel ol L 1,481 - ! 2,123 1821 - 2173 0 ot 2,589
Real estate......... e 1,047 383 208 1,311. - L3852
Lease financing................. 42 188 883 556 828
Total loans charged off. ........ 3,711 3,047 31,534 .. .. 4,555 - " 3,877
" Recoveries:
Commercial and industrial-.. 2.\ 7%, . 55 66 58 33 105
Consumer .. ....... 0 ..., ;. 519 586 496 685 786
Real estate . ........ Y S 138 326 307 80 163
Lease financing.......... ....%. - 88 78 143 - . 120 -+ - 8§
Total recoveries . .' e T C . L 800 -- 1,056 - 1,004 918 - 1,139
Net loans charged off ;. ... .i0...0 2911 1,991 2,530 3,637 v 2,738
Reserve from Millennium Bank- R ‘ :
acquisition ... .. .. Lo L. A I TP — 1,677 f —
Pravision for.loan losses. .. ... A 4,200 + 3401 2,555 3,200 4,370
Allowance, end of year......... e $ 21,154 $ 19,865 $ 18455 $ 16,753 $ 17,190
Ratio of net charge offs to average
loans outstanding ............... 0.14% 0.100% 0.16% 0.27% 0.21%
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The following table sets forth an allocation of the altowance for loan losses by category. The specific | .
allocations in any.particular category may be reallocated in the future to reflect then current-conditions. |
Accordingly, management considers the entire allowance to be available to absorb losses in.any category., '

4
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Table 7-—Allocation 0f the. A]Iowance for Loan Losses by. Lnan Type S Cot,
L T S T R T K T B N R 1Y
s , Lo C e T .. December 31, ... . .« ot
, e 2000 .. 2005 2004 2603 2002
he L + Percent 7 < Percent ' ~*Percent ' ’ Percent v * Percent
D E . s, cof + ., of .. . ,ooef. T, el coof oy
Amounl Allowance Amounl Allowance Amount  Allowance Amount Allowance Amount  Allowance
. et ) N - (Doltars in thousands), . F S S A
Reat estate .. .. ... N $,7,918 38% . 86422 32% , $4923 2%, 83 919‘ , 2%, $ 2,980 14
Commerdiat and ' o ' e t ) "
industrial .. .. ... .. ©O%NY T 43% 8534 - 434 7456 4% T 68407 41% ' 5248 v -31%
Consumer...!. " ...... . 4,041 200199 - 4596 ¢ T23% ¢ 5.515.L 0 3% 4990 . 30% o 73920 A3 .
Lease financing . . 7, - .. _ % - 33 2 4 561 3% .., 1004 - &%y, 1570 - P
Total ............. $21,154 1, $15.865 li)% $18455  100B%  §16,753 100% ° 317,190 100%
e . \ R ) : [T T

Deposits and Borrowings
L S P B TR T T '

Deposits and borrowings are the primary funding sources of the Corporation. Core deposits increased 3.4%, or
£55.5 million, to $1.7 billion at December 31, 2006, up. from $1.6 billion at December 31, 2003. Total deposits
increaséd 151.4 million;-or 6. 4% for the same period, which was primarily attributable to the growth in public
fund interest checking products and nme depos:ts The Corporation has placed more emphasis on government , . -
banking to provide additional funding sources through relanonshlps with municipalities and schooi d]StrlCtS
resulting in both interest-bearing checkmg accounts and large tlme deposus e e

Y

Deposit Structure, , , '

-+ The following table is a distribution of average balances and average rates paid on the deposn categories for

the last three years : . . T
. Table S;A)—férage Deposits ) L 20 . BRI A :.L' ST
' P |
December31,. . " . ., ., ., .
7006 2005 2004
- Amount " Rate Amount Rate - Amount  'Rate
- J ™ N TF {Dollars in thousands) Lo
Demand—nomnterest-bearmg. e « 8 333,406 —% $ 335962 @ —%6 % 312,963 %
Demand—mterest—bearmg ..... b C . 450,256 :3.24% 351,071 1.64% , 289,611 0.66%
Money market and savings. . . . . . . v 836,940 - 2.91% " 889,332 1.86% . 824,123.. 0.96%
Timedeposits ............. ... ... ...... 848,912 4.29% 683,466 3.56% 668301 3.13%
Total interest-bearing deposnts ............. $2,136,108 3.53% $1,923,869 2.42% §1,782,035 1.73%
Total deposits . ......... .. P . 32,469,514 $2,259,831 $2,064 998 -

“ . - e N Pl .
1 ” ¥ Tt . ! e !

>
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The maturity distribution of certificates of deposit of $100,000 and over as of December 31, 2006 is as
follows: - :

oo e T 1

. LT i VNI C : Yl T
Table 9—Maturity Distribution of Certificates of Deposit $100,000 and Qver ’

el E . e . ’ oL e

e : ' T T e © (Dollars "
v v to L el in thousands)® + 1}
Threemonths or less ... ... i iiiiinaeenas e eiat L85 46594 - 1Ly
Over three months tosixmonths.............. fereeerannn SOOI .. 89173
. 'Oversix months 10 twelve months ... . ... [RRTTITRIR e O - > 955 [
© Overtwelvémonths. L. LT T gt
Total ......cooovee il TR L T s30z043 R
~ot * i N AR I NS ST

 Borrowings

‘Botrowings.decreased $49.7 inillion 1o $389.5 million at December 31, 2006 from $439.2 million at
December 31,:2005. The decrease was the result of reductions of $58.0 million in long-term Federal Home Loan

Bank (FHLB) borrowings offset in part by increases of $8.3 million in short-term borrowmgs ‘
ol ' o

. Borrowings decreased $49.0 million to $439.2 million at December 31, 2005 from $488 2 n'ulllon at.
December 31, 2004. The decrease was theresult of reductions of $99.8 million in short-term borrowings of’fset‘in
part by increases of $25.0 million.in long-term Federal Home Loan Bank (FHLB} borrowings and $25.8 in .
subordinated debt. Subordinated debt increased to $51.5 million at December 31, 2005. The Corporation
completed a private placement of $25.0 million in aggregate principal amount of fi xedfﬂoatmg rate preferred
securities (subordinated debt) through a newly formed Delaware trust affiliate HNC Statutory Trust I[l on
September 28 2005.

The Bank pursuant toa des:gnated cash management agreement utilizes securltles sold under agreements to
repurchase as vehicles.for customers’ sweep and term investment products. Securitization under these cash
management agreements are in U.S: Treasury Securitics and obligations of states and political subdivisions -
securities. Sécuritiés sold under agreements to repurchase are generally overnight transactions. These securities
are held in a third-party custodian’s account, designated by the Bank under a written, custodial agreement that r
explicitly recognizes the Bank’s interest in the securities. :

Table 10—Securities Sold under Agrecments to Repurchase: ' T
) > vl cooar T e H M L s L

At or for the year ended December 31,

Securmes sold uhder agree ments to repurchase ' Hetes E - 2006 -~ 2005 2004
. ' . A , - {Dollars in thousands) Wi
Balance at year-end N e e $ 96,840. .$ 88,118 .$ 84, 945 P
- Weighted average rate at year-end . ........... S D 5 461%. - 345% | 151% -
Maximum month-end balance . . . . . . et S neeews o w $100,944 ;-~$IS5,239 - 5199493 -, .
Average balance during the year. ... ............ e . $128,185 .$102,722  $106,169.. -,

. Weighted average rate during the year .. ......... veiearee o 437% 0, 12.64% . 0.93%
P ' teo, T ' Lo I * f * . oY A S "

s

Results of Operations S e e KENERE

Net income.is affected by five major elements: (1) net interest income, or the difference between interest
income earned on.loans and investments and interest expense paid.on deposits and borrowed funds; (2) the v
provision for loan losses, or. the amount added to the allowance for loan losses 1o provide reserves for inherent
losses on loans; (3) noninterest income, which is made up primarily of certain-fees, wealth management income
and gains and losses from sales of securities or other transactions; (4} noninterest expense, whlch consists . <* .
primarily of salaries, employee benefits and other operating expenses; and (5) income taxes. Each of these major
elements is reviewed in more detail in the following discussion. N L
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Net Interest Income 1+ . o o I .

Net interest income on a tax equivalent basis in 2006 decreased $4.3 million, or 4.6% to $89.2 million,
compared to 2005. The decrease in 2006 was mostly due to higher deposit rates, pamally offset by higher loan
rates and loan volume. As a fesult of market conditions, déposit rates havé continued to increase more quickly
than the loan rates have increased. Net interest income on a tax equivalent basis in 2005 increased $962,000, or
1.0% to $93.5 million in comparison to 2004. The increase in 2005 was mostly due to hlgher loan volume,
partially offset by higher deposit rates. \

The rate volume analysis in the following table, which is computed on a tax—equi»"alent‘basis (tax rate of

35%), analyzes changes in net interest income for the last three years by their volume,and rate components. The
change attnbutable to both volume and rate has been allocated proportionately.

Table ll—Analysis of Changes in Net Interest Income—Fully Taxable-Equivalent Basis

. 2006 compared to 2005 2005 compared to 2004
Net™ Due to Change in Net Due to Change in
Change: Volume Rate Change Volume  Rate
. (Dollars in thousands)

Increase (decrease) in interest income:
Investment securities(1) . $5611  $1,0197 $4,592° § (800) S{1,705) 'S 905
- Federal funds sold and deposnts in banks ©2416 L1347 1282 1,13 7 7 166 947
Loans{1)(2) ............. _ 18,843 7,244 - 11,599 22,629 16600 6,029
" ; ’ } C 26,870 9,397 - 17473 22942 15061 - 7.881

Increase (decrease) in interest expense:

Savings and money market deposits ... ........ " 16,587 874 15713 12448 1237 11,211
Timedeposits ............ ... .. .. e, 12,130 6,567 5,563 3,428 483 2,945
Borrowed funds. ....... e RN SR 2,433 (881) 3314 6,104 2,994 3,110
Total....... L P A ) B £ 6,560 - 24,590 21980 4,714 17,266
Net increase (decrease)-in imerest income ...:... - 5(4,280) $2,837 $(7,117) S 962 510,347  $(9,385)

LA

(1} The interest earned on nontaxable investment securities and loans is shown on a tax- cquwalent basns using a
tax rate of 35%.

(2) Nonaccrual loans have been included in the appropriate average loan balance category, but interest on
nonaccrual loans has not been included for purposes of determining interest income,

Interest income on a tax-equivalent basis in 2006 increased $26.9 million, or 17.0% to $185.0 million, in
comparisen to 2005, The increase was primarily due to higher average loans of $114.4 million, or 6.0%, and a 59
basis point rise in the average rates earned on loans. The average yield on investments also increased 50 basis
points. Interest expense increased $31.2 million, to $95.8 million during 2006 mostly attributed to higher deposit
and borrowing rates. The average rate paid on deposits during 2006 of 3.53% was 111 basis points higher
compared to 2005 primarily due to higher rates on money market accounts, interest checking accounts and time
deposits accounts. These higher rates resulted from the continued increase in short-term rates during 2006. The
average rate paid on borrowings for 2006 of 4.69% was 75 basns points higher than 2005 mamly due to an
increase in short-term borrowing rates.

‘Interest income on a tax-equivalent basis in 20035 increased $22.9 million,‘or 17.0% to $158.1 million as
compared to 2004. This increase was mainly due to an increase in average loans of $274.6 million, or 16.9%, and
a 35 basis point rise in theaverage rates earned-on loans. Interest expense increased $22.0 million, to
$64.6 million during 2005 mainly attributed to higher deposit and borrowing rates. The average rate paid on
deposits during 2005 of 2.42% was 69 basis points-higher compared to 2004 and the average rate paid on
borrowings for 2005 of 3.94% was 75 bas1s points htgher than 2004 prlmanly resultmg from the increase in

“short-term rates during 2005. R o
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Net Interest Margin

The 2006 net interest margin of 2.95% was lower than the net interest margins for 2005 and 2004 of 3.27%
and 3.55%, respectively. The decline in the net interest margin during 2006 and 2005 is mainly attributable to
higher deposit and borrowing costs offset in part by higher loan and investment rates. As a result of market
conditions, depqsit rates have continued to increase more quickly than the loan rates have increased.

During 2006, the Corporation continued to manage its balance sheet in an effort to position it during the
current rising rate scenario. The Corporation continued to sell sécurities with lower fixed rates and longer average
lives in a rising rate and inverted yield curve environment and purchased securities with higher yields and more
stable cash flows. As a result, the balance sheet is better positioned to mitigate market risk.

The table below presents the major asset and liability categeries on ;{r': average basis for the periods
presented, along with interest income and expense, and key rates and yields:

Table 12—Average Balance Sheets and Interest Rates—Fully Taxable-Equivalent Basis

.

Year Ended December 31,

. , AL . T
2006 2005 2004
Average Average Average
Balznce Interest _ Rate Balance Interest Rate Balance Interest Rate
Y , (Dollars in thousands) , !
Assets )
Earning Assets: o
Investment securities: R . . .
Taxable investments . . . .. ... P $ 672648 $30296 4.50% § 648630 $23923 3.6% § T0L,183 3 23,891 340
Nontaxable investments(1). . .. .. ...... 252,987 15421 ° 6.10 254,433 16,183 636 239,727 17015 710
Total investment securities. . .. ... ... 925635 45,717 .94 903,063 40,106 4.44 941,910 40906 434
Federal funds sold and deposits in t T
banks . .7\ A 79,670 ' 4,053 509 51,740 1,637 3.6 41,064 524 128
Loans(I}(2) .. ..o iimnnn e 2,014,420 135197, 671 ° 1900023 - 116334 6.12 1,625419 93725 577
Totat eamnifig assets. .. ............ 3,019,725 184967 6.13 2,854,826 158,097 5.54 2,608,393 135,155 518
Noninterest-eamning assets . . .. .. ...... P 209,499 , 184,360 165,012
Tota] assets . ... .. S $3,229.224 $3,039,186 $2,773,405
Liabilities and Sharcholders’ Equity H
Inierest-bearing liabilities: " s
Interest-bearing deposits: ., N . -, e ‘ ‘ : .
Savings and money market ... ...... .. $1,287,196 38906 3.02% §1,240,403 22,319 1.8a 31,113,734 9,871  0.8%%
Time..... 2..... e 848912 36460 429 683,466 24,330 3.36 | 668,301 ° 20,902 313
Total interest-bearing deposits . . ... .. 2,136,108 . 75,366 ° 3.53 1,923 869 46,649 242 11,782,035 36,773 173
Borrowed funds . . ... .. e R 434,938 20402 - 4.69 456,599 17969 3.94 ~372.141 11,865  3.19 |
Toral interest-bearing liabilities . .. ... 2,571,046 95,768 3.72 = 2,380.468 64618 271 2,154,176 42638 198
Neoninterest-bearing labilities: : ' -
Demand deposits . ........0.......... 333,406 335,962 312,963
Other liabilities .. ................... . 42925 . _ 49,782 I : 54,303
Total noninterest-bearing liabilities. . . . 376,301 . 385744 . 367,266
Total liabilities. . ... .. .. P 2,947377 2,766,212 2,521,442 -
Shareholders equity .. .. ......... ... .... 281,847 272974 251,963
Total liabilities and shareholders’ equity  $3,229,224 $3,039.186 °, $2,773,405
Netinterestspread . ... .. L ' . 4 T T8 ' 320
Effect of noninterest-bearing sources. . .. ... 0. ’ 054 : - 048 ' 035 v
Net interest income/margin on earning . : oL -
assets. ... ... g $89,199  295% $93479 3.2T% o 892517 355%
Less 1ax equivalent adjustment. . . .. _._ ... .. 6,026 6,358 - © 1,426
Net interest income, ... ... .........0 Hat < - §83,173} - $87.121 *° - 585091 '

(1)  The interest camed on nontaxable investment securitics and loans is shown on a tax-equivalent basis (tax rate of 35%).

(2)  Nonaccrua! loans have been included in the appropriate average loan balance category, but interest on nonaccrual loans has not been included for purposes

of determining interest income.
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Interest Rate Sensitivity Analysis .

In the normal course of conducting business activities, the Corporation is exposed to market risk, principally
interest rate risk, through the operations of its banking subsidiary. Interest rate risk arises from markcet driven
fluctuations in interest rates that.affect cash flows, income, expense and value of.financial instruments. . ,+

The Corporation actively manages its interest rate sensitivity positions. The objectives of interest rate risk !
management-are to control-exposure of net interest income to risks associated with interest rate movements and to 9
achieve consistent growth in net interest income. The Asset/Liability, Committee,using policies and procedures .
approved by the Corporation’s Board of Directors, is responsible for, managing the rate sensitivity position. The
Corporation manages interest rale sensitivity by changing the-mix and repricing characteristics of its assets and
liabilities through the management of its investment securitics portfoho its offermg of loan and depos&t terms and
through borrowmgs from the Federal Home Loan Bank. The natire of the Corporation s current operatlons is
such that it is not siibject to foreign cufféncy exchange or commiodity price risk. .

The Corporation only utilizes derivative.-instruments for asset/liability management. These transactions
involve both credit and market risk. The notional amounts are amounts on which calculations and payments are
based. The notional amounts do not represent direct credit exposures. Direct credit exposure is limited to the net
difference between-the calculated amounts to be received and paid, if any. Interest rate swaps are contracts in
which a series of interest-rate flows (fixed and floating).are exchanged-over a prescribed period. The notional
amounts on which the interest payments are based are not exchanged.

At December, 31, 2006, the Corporation had cash flow hedges in the form of interest rate swaps with a
notional amount of $45.0 million that have the effect of converting the rates on money market deposit accounts to
a fixed-rate cost of funds. This strategy will cause the Corporation to recognize, in a rising rate environment, a
larger interest rate spread than it otheérwise would have without the swaps-in effect. In addition, the Corporation
had cash flow hedges with a notional amount of $10.0 million that have the effect of converting variable debttoa
fixed rate. For these swaps, the Corporation recognized net mterest income of $442,000 and $69,000 for the years
ended December 31, 2006 and 2005 and estirnates that:for 2007, $429, 000 will be recognized as an increase in
net interest income., These swaps mature in 2008. During the first quarter of 2005, the Corporation tefminated a
cash flow hedge with a notional value of $25.0 million. The gross loss related to the terminatjon of thlS swap, was,
$310,000 which was amortized through October 2006 in accordance with SFAS No. 133 “Accountmg for
Derivative Instruments and Hedging Activities.” For the years ended December 31, 2006 and 2005, the
Corporation amortized into net interest, lncome $151,000 and $159 000, re%pectlvely related to this swap.
Periodically, the Corporation may enter into fair value hédges to limit the exposure to changes in the fair value of
loan assets. The Corporauon has entered into fair va]ue hedges with anotional amount of $4.8 million with
$7,000 of interest income recognized for the year ‘ended December 31, 2006. These swaps mature in 2015
through 2016. At December 31, 2006, the Corporation had swap agreements with a positive fair value of:
$545,000 and with a negative falr value of $21,000. At December 31,2005, the-swaps had a positive fair value'of
$623,000. There was no hedge ineffectiveness recognized during 2006 2005 and 2004. o .

The Corporation uses three principal reporis 1o measure interest rate risk: (1) asset/liability simulation’
reports; (2) gap analysxs reports; and (3) net interest margin reports. The Corporation’s intercst rate sensitivity, as
measured by the repricing of its interest sensitive assets and liabilities at December 31, 2006, is presented in the
following table. The data in the table was based in part on assumptions that are regularly reviewed for accuracy.
The table presents data at a single point in time and includes management assumptions estimating the prepayment
rate and thie interest rate environment prévailing at December 31 2006 The table indicates a hablllty sensitive
one-year cumulative gap position of 9. 5]% of total earning aSsets.
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-~ Fable 13—Contractual Repricing Data of Interest Sensitive Assets and Liabilities . |
' ' ) December 31, 2006 |
. After 1 year o
Ote - 91 to’ through Over ) T
90 days 365 days 5 years S years Total ’
. (Dollars in theusands) < . .

Earning assets o - '
Investment securities ... .. AR, e . $120,754 $131,025 § 373,803 $286307 § 911,889
Federal funds sold and deposns in banks - 62,975 — — - 62,975
Loans ... :.o..eeeenn. e 659,216 148,161 721,192 518,786 2047355

Total éarning assets ... .:......... L $842.945 $279,186 $1,094,995 $805,093 $3,022219
Interest-bearing liabilities ) L e : .
Interest-bearing checking accounts . ........ $166,538 $189,526 §$ 183910 §. *— § 539974
Money market funds. .. .. e HRN 80,129 211,493, . 371,344 L 662,966
Savingsaccounts. ............. ... ..., D 6,669 20,005 106,696 — . 133,370
Time deposits ... ... ... . i 137,249 448,220 266,545 558 . 852,572
Borrowed funds. ............... PR 169,566 40,000 119,774 60,155 389,495

Total interest-bearing liabilities.”. .. .. ..... £560,151 5 909,244 $1 048,269 § 60,713 $2,578,377
Interest rate SWapPs. . ..o vvrveerneannen s $ 59750 & - — § (550000 $ (4,750) $ —
Incremental gap............oo i . $342544  $(630,058).-% . (8,274) $739,630
Cumulative gap(1) T.......... e $342,544 $5(287,514) $(295,788) $443,842 .
Cumulative gap as a percentage of earning ' Coe ' o ;

assets ....... P - 11.33% - -9.51% - —9.79% 14.69%

(1) The information is based upon significant assumptions, including the following: loans and leases are repaid
by contractual maturity and repricing; securities, except mortgage-backed securities, are repaid according to
contractual maturity adjusted for call features, mortgage-backed security repricing is adjusted for estimated
early paydowns; interest-bearing demand, regular savings,.and money market savings deposits are estimated
to exhibit some rate sensitivity based on management’s analysis of deposit w1thdrawals and time deposits |
are shown in the table based on contractual maturity.

Management also simulates possible economic conditions and interest rate scenarios in order to quantify the
impact on net interest income. The effect that changing interest rates have on the Corporation’s net interest
income is simulated by increasing and decreasing interest rates. This simulation is known as rate shocking. The
results of the December 31, 2006 net interest income rate shock simulations show that the Corporation is within
guidelines set by the Corporanon s Asset/Liability Policy when rates increase or decrease 100 or 200 basis
points. G :

4
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The following table forecasts'changes in the-Corporation’s inarket value of equity under alfernative interest
rate environments as of December 31, 2006. The market value of equity is defined as the net present value of the
Corporation’s existing assets and liabilities. The Corporation is within guidelines set by the Corporation’s
Asset/Llablllty Pohcy for thé percentage change in the market value of equity.

Table 14—Market Value of Equlty

O TR e December 31, 2006 e
: Co o . L ..., Asset/Liability
} ] Change in” o Approved
el . + ' Market Value  Market Value Percentage Percent
.- SR PR - of Equity._ . of Equity Change ___Change . |
: ) B T T (Dollars in thousands) T
. t300BasisPoints............ T $344,758 $(109,664)y -24. 13% Do H-35%.
¢ 4200 Basis Points. .. -0 384,408 (70,014 ~—1541 .. - - +-25 .

* +100 Basis Points. . . .. e AN 421,920 -(32,502) =7.15 - H-15 0
FlatRate ............ R 454,422 .— 0.00 S — :
—100 Basis Points.. . . . . . RO S 456,673 2,251 .50 +=-15 -
=200 Basis Points .. .\ .08 oL e ] 448 942 (5,480) -1.21 25
*3'00-Basis Points....... A PN 437,970 {16,452y . —3.62 . - +/—35 ‘

L L
In the event the Corporatxon should experience a mismatch in its desired gap ranges or an excessive declme
in its market value of equity resuitmg from changes in interest rates, it has a number of options that it could use to
remedy the mismatch. The Corporatlon could restructure its investment portfolio through the sale or: :purchase of .
securities with more favorable repricing attributes. It could also emphasize growth in loan products with
appropriate maturities or repricifig attributes, or attract dep051ts or obtain borrowings with desired maturities.

Provrszonfor Loan Losses. " o o o o '
- The] pr0v1s:on for loan losses of $4.2 mllllon for 2006 reflected an increase of $799,000 compared to the
2005 provision of $3.4 million. The increase in the provision during 2006 was primarily due to inherent risk
related to loan'growth and the increase in non-performing loans of $9.3 million: Total net loans charged off in
2006, 2005 and 2004 were $2.9 million, $2.0 million and $2.5 million, respectively.
Nommerest Income ‘ ., _ ) _
Noninterést income of $45.4 mllhon for the year enided December 31, 2006 reﬂects an incréase of $15.5
million-from 2005. During the fourth quarter of 2006, the Bank recognized a pre-tax gain of $10.7 million on the
sale of its Honesdale branch. The sale of this-single Wayne County location included $74.2 million in deposits, as
well as approximately $22.5 million in loans and other assets, and resulted in a net cash payment of $42.5
million. The acquisition of the Comerstone Companies was the primary driver of increases in wealth
management income of $8.0 million for the year of 2006 over 2005, partially offset by the sale of Cumberland
Advisors, which was divested in the second guarter of 2005, In addition, noninterest income for 2006 included
the pre-tax gain of $1.4 million on the sale of the Bank’s $15.3 million credit card portfolio during the second
quarter as well as increases in fee revenue resulting from credit card operations. Losses on sales of investment
securities for 2006 were $674,000 as compared to gains of $4.8 million for 2005. Noninterest income for 2005
included the gains of $690,000 and $287,000 on the sales of Harleysville National Bank’s McAdoo branch and
Cumberland Advisors, Inc., respectively, during the second quarter.
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Noninterest income of $30.0 million during 2005 increased $1.8 millior.compared to 2004, This was mainly
due to an increase of $1.1 million in gains on sales of investment securities and gains of $690,000 and $287,000
on the salés of Harleysville National Bank’s McAdoo branch and Cumberland Advisors, Inc., respectively,
during the second quarter of 2005, The increase innet security gains in 2005 was primarily the result of sales of -
tax-exempt, trust preferred and equity securities to position.the balance sheet in the interest rate environment. The .
sale of the Bank’s McAdoo branch located in Schuylkill County, Pennsylvania included deposits of $13.9 million as
well as certain loans and other assets of $5.8 million to The Legacy Bank. The sale of the Bank’s former subsidiary,
Cumberland Advisors, Inc. was a stock sale for $2.0 million cash. [t was acquired by the Corporation on April 30, .
2004 as part of its Millennium Bank acquisition. Based upon management’s analysis of Cumberland Advisors’
results of operations and assets in comparison to the Corporation’s, management determined-the impact of the sale
of Cumberiand Advisors was.immaterial, and.therefore the transaction was not presented as discontinued operations.

Noninterest Expeme .' ' e v T °

Noninterest expense of $70.9 million for the year ended December 31, 2006 mcreased $8.4 million in ‘
comparison to 2005. Salaries and benefits expense rose $7.2 million during 2006 from the previous year ‘
primarily related to!the acquisition of the Cornerstone Companies, partially offset by the sale of.Cumberland
Advisors in the second quarter of 2003, higher staffing levels resulting from growth, increased incentives, non-*
recurring coripensation and severance charges primarily related to the former Chief Executive Officer’s contract,
and compensation expense of $440,000 resulting from recording the Corporation’s stock option expense in -
conformance with FAS 123(R), “Stock Based Compensation.” Qccupancy expense increased $494,000 for the .
year ended December 31, 2006, over 2005 mostly due to the Cornerstone-Companies acquisition and a new =
branch opening. Other expense incrzased $2.0 million during 2006 mainly as a result of the Cornerstone’
Companiés acquisition including amortization of intangible assets of $448 000 partially offset by decreased
marketing expenses durmg 2006 .

Noninterest expense of $62.5 million during 2005 increased $2.9 million compared to 2004. ‘Salaries and
benefits expense increased $361,000 for the year of 20035 over 2004, primarily due to the acquisition of.
Millennium Bank, increased staffing levels resulting from growth and higher pension and healthcare costs
partially offset by lower bonus expense. Occupancy expense increased $619,000 in 2005 over 2004, mostly due
to the Millennium acquisition and a new branch opening. Other expense increased $2.3 million during 2005.
mainly due to increased expenses for advertising and professional fees (Sarbanes-Oxley related) as well as lower
loan origination expense deferrals related to decreased loan origination volume

1ncome Taxes

The eﬂ‘ectwe income taxsrates for 2006, 2005 and 2004 were 26.3%,; 24.2% and 24.6% were less than the
applicable federal statutory-rate of 35%. The Corporation’s effective rates were lower than the statutory tax rate .~
primarily as a result of tax-exempt income earned from state and municipal securities and loans and bank-owned
life insurance, as well as for 2005, the non-taxable gain on the sale of Cumberland Advisors, Inc.

Capital | ‘ IR . < T e

.Capital formation is lmportant to the Corporation’s well being and future growth :Capital, at the end of 2006 ’
was $294.8 million, an increase of $21.5 million over the end of 2005. The increase was primarily the result of
the retention of the Corporation’s earnings and issuances of stock for stock options including tax benefits
partially. offset by dividends paid to the shareholders. At December 31, 2005, capital was $273.2 million,an -
increase of $2.7 million over December 31, 2004. The increase was primarily the result of the retention of the
Corporation’s earnings partially offset by dividends paid to the shareholders, the Corporation’s repurchase of its
common stock and the accumulated other comprehensive loss. Management believes that the Corporation’s current
capital position and liquidity position are strong and that its capital position is adequate to support its operations.
Management is not aware of any recommendation by any regulatory authority, which, if it were to be implemented,
would have a material effect on the Corporation’s capital.
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Pursuant to the federal regulators’ risk-based-capital adequicy guidelines, the components of capital are
called Tier 1 and Tier 2 capital..For.the Corporation, Tier 1 capital'is generally common stockholder’s equity and.
retained eamings adjusted to exclude disallowed goodwill'and identifiable intangibles as well as the inclusion ‘of
qualifying trust preferred securities. Tier 2 capital for the Corporation is the.allowance for loan losses. The risk-
based capital ratios are computed by dividing the components of capital by risk-adjusted assets. Risk-adjusted .
assets are determined-by assigning credit rtsk-wetghtmg tactors from 0% to 100% to various categories of assets:
and off-balance sheet.financial instruments. The minimum for the Tier ! capital ratio is 4.0%, and the total capital
ratio (Tier'l plus Tier 2 capital divided by risk-adjusted assets) minimam is 8.0%. At December 31, 2006, the
Corporation’s ‘Tier 1 risk-adjusted capital ratio was 11.75%, and the total risk-adjusted capital ratio was 12.58%,
both well above'regulatory requirements. The risk-based capital ratios'of the Bank also exceeded regulatory -
requirements at the end of 2006. At'December 31, 2005, the Corporation’s Tier 1 risk-adjusted capital fatio was"-
12.17%, and the total risk-adjusted capital ratio was 12.98%. The lower risk-based capital ratios of the
Corporation at December 31, 2006 compared to December 31, 2005 were mainly due to the decrease in Tier 1
capital from the additional dlsal]owed goodwill and tdentlﬁable mtang1bles related to the acqursmon of the ,
Comerstone Compames durmg January 2006

To supplement the.risk=based capttal adequacy gutdelmes the Federal Reserve Board (FRB) establlshed a
leverage ratio guideline. The leverage ratio consists of Tier 1.capital divided by quarterly. average total assets,
excluding goodwill and identifiable intangibles. The minimum leverage.ratio guideline is 3% for banking

_ " organizations that do:not anticipate significant growth and that have well-diversified risk, excellent asset quality,
high liquidity, good earnings and, in general, are considered top-rated, strong banking organizations. Other
‘banking organizations are expécted to have.ratios of at least 4% or 5%, depending upon their particular condition *
and growth plans. Higher leverage ratios could be required by the particular circumstances or risk profile of a
given banking organization. The Corporation’s. leverage ratios were 9.36% and 9.69% at December 31, 2006 and
20085, respectively The lower leverage ratio of the Corporation at December 31, 2006 was mainly dué¢ to an- . , -
increase in average assets which included i increases in average | loans and average federal funds sold

Under FDIC regulattons a “well capitalized” institution must have a leverage ritio of at least 5%, a Tter 1
risk-based capital ratio of at least 6% and a.total risk-based capital ratio of at least 10% and not be subject to a
capital directive order. To 'be consideréd “adequately capitalized”. aminstitution must generally have a leverage

" ratio of'at-least 4%, a Tier | risk-based capital ratio of at least-4% and a total risk-based capital ratio.of at least’
8%. An institution is deemed to be i‘critically under capitalized if it has a tangible equity ratio of 2% or less. As
of December 31, 2006, the Bank is above the:regulatory minimum guidelines and meets the,criteria to be
categorized as a “well capitalized” institution,

" The cash dividends pald during 2006 of $.75 per share was 4.2% higher than the cash dividends in 2005 of
$.72. The proportion of net income paid out in dividends for 2006 was 55.26%, compared to 53.41% for 2005.
Activity.in both the Corporation’s dtv1dend reinvestment and stock purchase plan did not have a matertal impact
ot capital during 2006. .. - g ; .

Liguidity roo ' ‘ ' i o BERAL A

Liquidity is a measure of the ability of the Corporation to meet its current cash needs-and obl1gat10ns ona
timely basis, For a bank; liquidity provides the means to meet the day-to day demands of deposit customers and
the needs of borrowing customers. Generally,-the Bank arranges its mix of cash, money market investments,
investment securities and oans.in order to match the volatility, seasonality, interest sensitivity and growth trends
of its deposit funds. The Corporation’s decisions with regard to liquidity are based on the prolecttons of potenttal
sources.and uses of funds for the next 120 days under the Corporatton s asset/liability model.

. . . L r ' AT
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The resulting projections-as.of December 31, 2006, show-the potential sources of*funds exceeding the” -
potential uses of funds. The accuracy of this prediction.can be affected by limitations inherent'in the-model and -
by the occurrence of future events not anticipated when the projections were made. The Corporation has external
sources of funds which can be drawn upon when funds are required. The primary source of external liquidity is
an available line of credit with the FHLB of Pittsburgh. As of December 31, 2006, the Bank had borrowings' .
outstanding with the FHLB of $239.8 million; all of which were long-term and pledged investment securities
with a carrying value for available for sale of $564.6 million and held to maturity of $52.8 million. At
December 31, 2006, the Bank had unused llnes of credit’ at the FHLB of $I81.7 mllhon and unused federal funds
imes ofcredlt of$l95 0 m1]]10n ’ ’_

+ i .t)a'J."i/".- ' : to- B I T

There are no known trends or any known demands; commitments, events or uncertainties that w1ll result n,
or that are reasonabiy likely to result in- llqu1d11y mcreasmg or. decreasmg in any material way v

The followmg table sets forth contractual obllgatlons and other cnmmttments representmg required and

potential cash outﬂows as ofDecember 31 2006 '”, L I

Table IS—Contractual Obllgatmns and Other Commltments .

P I R S RN T [ R A ! ‘.

LT - v i “. December 31, 2006
' " ) f A T T« Afterome - After three i
.4+ 3 © Oneyearor., year through, yearsthrough . After five
Total "~ less three years five years years
N E (Doltars in thousands) . o b
Minimum annual operating leases. . . . .. $ 30351 § 2343 § 4 357 $ 3,703 $ 19,948
Remaining contractual maturities of time ‘ . . v e
deposits . ... 852,572 585,2{)} 169 OIS 98,259 95
Long-term borrowings and subordmated L o ‘ IERERRE LT
debt .......... Ll O 291 298 ' v 55, 000 0 85,750 - 44,000 106,548
Unfunded home equity lines R : nr - e
of credit(1),.. .. ... e ceee o2, 301,344 7, 10,239 0 12,785, 277,549
Unfunded-other loan lmes of credit . R 448 984 »360 401 50,733, . 26,863 . 10,987
Unfunded remdenual mongages ey '3,497. S 3497 . — - —
Standby. letters of Credit . g 25,960 . 23,250 ., 1,109 .. 8 . 1,563
Total........ e s e $1,954.006  $1,030,465 $321,203 $185,648 $416,690

{1).. Home equ1ty lines of credlt in the after ﬁve years category have no stated exptratmn

The Bank also had commnments with customers to extend mortgage loans at, a spe(:lfied rale at
December 31, 2006 and 2005 of $2.3 million and $1.8 million, respectively and comimitments to sell mortgage
loans at a specified rate at December 31, 2006 and 2005, of $792,000 and $1.1 million, respectively. The =
commitments are accounted for as a derivative-and recorded at fair value: The Bank-estimates the fair value of ,
these commitments by comparing.the secondary market price at the repomng date to the price specified in the -
contract to extend or sell the loan initiated at the time of the loan commitment; At December 31, 2006 and 2005,
the fair values of,the loan,commitments were $1 2,000 and $320, respectwely, which were recorded as other
income. - - - ; T S T

During Apri] 2006, the Bank sold its existing credit card portiolio of $15.3 million. The sale agreement
stipulates that any credit card accounts delinquent over 30-days, overlimit accounts and petitioned bankruptcies
will be guaranteed by the Bank for a period of one year..Of the $15.3 million in credit card receivables sold,
$529,000.was sold with full recourse which was the total potential recourse exposure at the time of the sale. During
the second quarter of 2006, the Bank recorded a recourse liability of $371,000 which was the entire recourse liability
recorded. This estimate was based on our historic losses as experienced on similar credit card receivables. The Bank
will be subject to the full recourse obligations fora period of one year. At December 31, 2006, the total potential
recourse exposure had been reduced to $195,000 with a current recourse liability of $96,000.

L} r v + .o .t . . .
. e ’ " . - - . . N
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During January 2006, the Bank completed its acquisition of the Comerstone Companies. The purchase price
consisted of $15.0 million in cash paid at closing and a contingent payment of up to $7.0 million'to be paid post-
closing. The contingent payment is based upon the Comerstone Companies meeting certain minimum operating -
results during a five-year carn-out period with a maximum payout of $7.0 miliion over this period. For 2006, the
minimum operating results were met resulting in an earn-out payment of $1.0 million which was recorded as
additional goodwill. At December 31, 2006, the remaining maximum payout is $6.0 million through 2010.

During December 2004 and January 2005, the Bank sold lease financing receivables of $10.5 million, Of
these leases; $1.2 million were sold with full recourse and the remaining leases were sold-subject to recourse with
a maximum exposure of ten percent of the outstanding receivable. The total recourse exposure at the time of the
sale of the leases was $2.0 million. During the first quarter of 2005, the Bank recorded a recourse liability of
$216,000 which was the entire recourse liability recorded. This estimate was based on our historic losses as
experienced on similar lease financing receivables. After the first anniversary of the sale agreement, and on a
quarterly basis thereafter, upon written request by the Bank, the purchaser will review the portfolio performance
and may reduce the total exposure to an amount equal to ten percent of the outstanding net book valie. The Bank
will be subject to the full and partial recourse obligations until all the lease financing receivables have been paid
or otherwise been terminated and all equipment has been sold or disposed of. The final lease payment i$ due in
2010 with approximately 85% of the lease financing receivables estimated to be paid down by December 31,
2007. The outstanding balance of these sold leases at December 31, 2006 was $3.0 million with a total recourse
exposure of $709,000 and a current recourse liability of $64,000. '

For information on kno“‘fn uncertainties, see Item 1, “Business.”

Fourth Quarter 2006 Results (Unaudited)

Net income for the fourth quarter of 2006 was $13.3 million, as compared to $9.8 million for the fourth
quarter of 2005, Diluted and basic earnings per share during the fourth quarter of 2006 were $.45 and $.46,
respectively, compared with $.34 for the fourth quarter of 20035,

Net interest income on a tax equivalent basis in the fourth quarter of 2006 decreased $2.0 million, or 8.7%,
from the same period in 2005. The decrease during 2006 was mainly attributable to higher deposit and borrowing
costs offset in part by higher loan and investment rates. The net interest margin for the fourth'quarter of 2006 was
2.75%, compared to 3.16% for the fourth quarter of 2005. Due to market conditions, deposit rates have increased
at a faster rate than loan rates, resulting in a lower net interest margin. Average earning assets increased $145.9
million, or 5.0%, during the fourth quarter of 2006 versus the comparable period in 2005. Average loans grew by
$72.8 million, or 3.7%, during the same period with average federal funds sold to correspondent banks increasing
$58.2 million. Average interest-bearing deposits were up $211.3 million, or 10.5%, primarily as a result of
growth in interest-bearing checking accounts and time deposits.

Noninterest income’of $18.2 million for the fourth quarter of 2006 reflects an increase of $10.6 million from
the comparable period in 2005. During the fourth quarter of 2006, the Bank recognized a pre-tax gain of $10.7
million on the sale of its Honesdale branch. The sale of this single Wayne County location included $74.2 million
in deposits, as well as approximately $22.5 million in loans and other assets. Wealth management income
increased $2.1 million during the fourth quarter of 2006 over the same period in 2005 mainly attributable to the
acquisition of the Cornerstone Companies. Losses on sales of investment securities for the fourth quarter of 2006
were $674,000 as compared to gains of $1.7 million during the same period in 2003.

Y

Noninterest expense of $18.5 million for the fourth quarter of 2006 increased $3.7 million from-$14.8
million in the fourth quarter of 2005. Salaries and benefits expense rose $3.2 million during the fourth quarter of
2006 from the comparable period in 2005, primarily related to the acquisition of the Comerstone Companies,
higher staffing levels resulting from growth, increased incentives, and compensation expense of $95,000 resulting
from recording the Corporation’s stock option expense in conformance with FAS 123(R), “Stock Based
Compensation.” Occupancy expense and other expense increased $127,000 and $402,000, respectively, during
the fourth quarter of 2006 over the same period in 2005 mostly due to the Comerstone Companies acquisition
including amortization of intangible assets of $112,000 in other expense.
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The fol]owing is the summarized (unaudited) consolidated quarterly financial data of the Corporation which,
in the opinion of management, reflects all adjustments, consisting only of normal recumng adjustments
necessary for fair présentation of the Corporation’s results of operations:

Table 16—Selected Quarterly Financial Data (Unaudited) ¢ *°

Three Months Ended 2006 Three Months Ended 2005

Dec. 31 Sept. 30 June 30 March 31 Dec. 31 Sept. 30 June 30 March 31
- ST (Dollars in thousands, except per share information)
Interest income-.-. . ;. .. $46,661 $45961 $44,223 $42,096 $41,008 338,570 $36,889 $35,272
Interest expense. ... ... 26,849 25347 22,947 20,625 19,148 16,826 15,042 13,602
Net interest income . 19,812 20,614 21 276 21,471 21,860 21,744 21,8477 21,670
Provision for loan " e o T
losses . ............. 1,200 900 900 1,200 1,351 650" | 650" 750
Net interest incomne after . o

provision for loan o Lo 11 e e
losses .............. 18,612 19,714 20,376 20,271, 20,509 21,094 21.197 _ 20,920
Noninterest income.. . . . 18,206 . 8,286 19,020 8,933 7,565 7,730 7,752 .. .6,943
Noninterest expense . .. 18,467 17,560 17,775 17,125 14770 15,313 16,893 15503

Income before income : _ a0
tax.-expense.’....... 18,351 10,440 12,621 12,079 13,304 13,511 - 12,056 - 12,360:
Income tax expense. ... 5,079 2,533 3,336 3,128 3,493 . 3,349 2366  3;195
Net income ... ... T, 513272 $7907 $9.285 §$8951 $9,811 §10,162 $95,690 $9,165
Net income per share(1) o ) ST
Basic .............. $ 046 $ 027 § 032 § 031 $ 034 § 035 § 033 $ 0.32

. Dlluted et $ 045 $ 027 S 032 §$ 030 % 034 $ 034 § 033 § 03]

(l) Adjusted for a five percent stock d1v1dend effective 9/15/06 and 9/1 5/05. T

(2) The results of ¢ operations include the acquisition of the Cornerstone Companies effective January‘l ]
2006 and the sale of the Bank’s Honesdale branch effective November 10, 2006. . | .. |

W - ot P T

ltem 7A Quantltatlve and Qualitative Dlsclosures about Market Risk

ln the normal course of conductmg business activities, the Corporation is exposed to market rlsk prmupally
interest risk, through the operations of its banking subsidiary. Interest rate risk arises from market dnven Lo
fluctuations in interest rates that affect cash flows, income, expense ‘and values of financial instruments. The ;- ,
Asset/Liability Committee, using policies and procedures approved by the Bank’s Board of D1rect0rs is -
respon51b1e for managmg the rate sensitivity positton. . ) . RRTIE

No material changes in market risk strategy occurred during the fourth quarter of 2006. The Corporanon N “
contmues to experience a challenging interest rate environment which has impacted our interest rate sensitivity
exposure. Information on quantitative and qualitative disclosures about market risk is incorporated by reference to
the discussion contained in [tem 7, under the caption “Interest Rate Sensitivity,” and Table 13, “Contractual _ .-
Repricing Data of Interest Sensitive Assets and Liabilities,” and Table 14, “Market Value-of Equity.”



Item 8. Financial Statements and Supplementary Data

HARLEYSVILLE NATIONAL CORPORATION A.ND SUBSIDIARIES -
CONSOLIDATED BALANCE SHEETS

' December 31,
: 2006 2005
R ' (Dollars in thousands)
Assets . . .
Cashand due from banks .. .. ... . e e $ 61,895 % 57756
Federal funds sold and securities purchased under agreementstoresell..................... 59,000 35,000
Interest-bearing deposits inbanks. .. ............ . ... ... b e 3,975 2,455
Total cash and cash equivalents ., ... .. ... .. o i i i e e 124,870 95,211
Residential mortgage loans held forsale. . ... ... .. .. ... .. . .. ol 1,857 2,028
Investment securities available forsale. ... .. ... ... .. ... 853,010 " 841,653
Investment securities held to maturlly (market value $59,297 and $59,753, respectwely). R 58,879 59,555
Loansandleases................ccvvivrinrnn, O TN 2,045,498 1,983,465
Less: Altowance forloanlosses .............. .. ....... e e e 21,154y - (19.865
L T TS R S 2,024,344 1,963,600
Premises and equipment, Met. . . ... . . ottt e 33,785 - 27,570
Accrued interest recewable ......... N S 14,950 , - . 13,282
Goodwill. . ........... ... L e e e e e e e e m e s FUCRUT 43,956 31,552
Intanglbleasselsnel...................................;’.' ....................... 7,282 o 4,031
Bank-owned lifeinsurance . ...... ... ..o " 61,720 59,334
OTNEr SSEIS . . ... ..ttt ittt ettt et e e U © 25175 19,543
Total assets . ........ B Co..... 83249828 $3,117,359
Liabilities and Shareholders® Equlty :
Deposits - o : ‘
Nommerestbeanng.........................................................I. § 327973 % 363,440
Interest-bearing: ' ' ) "
Checkingaccounts . ....... ... ... ... 0. .. ... ...l e 539,974 387,374
Money market 8cCOUNES . ..« . . e 662,966 667,952
Savings ........ i I e e - 133,370 190,033
Time deposits . ... o e 852,572 756,658
Total deposits ......... i . PP "2,516,855 2,365,457
Federal funds purchased and securmcs sold under agreements to repurchase . .. ... AL 96,846 ' 88,118
Other short-term borrowings. . . ... e e e A 1,357 1,752
Long-term borrowings ... ... oo i i e 239,750 297,750
Accrued interest payable. . ... .. P DT 31,358 28,276 .
Subordinated debt. . ... ... . e e e e 51,548 51,548
Other liabilities . . . . . e 17,369 - ‘11,226
Total liabilities ........... PP e L 2,955,077 2,844,127
Shareholders’ equity: T ‘ - ‘ S
Series preferred stock, par value §1 per share; authorized 8,000,000 shares, none lssued PR — 4 e
Common stock, par value 31 per share; authorized 75,000,000 shares; issued 29,074,250 shares Lt
in 2006 and 27,500,407 shares in 2005 . . . . ... ... ... . i 29,074 27,500
Additional paid-incapital . ........ .. . 194,713 167,418
Retained earnings . .. .. ... .ot i e e 79,339 88,285
Accumulated other comprehensive 108S .. ... .. .. e e (6,103) (8,618)
Treasury stock, at cost: 109,767 shares in 2006 and 64,700 shares in2005................ (2,272) (1,353)
"Total shareholders’ equity. . ... ... .. .. i i i i e 294,751 273,232
Total liabilities and shareholders’ equity. .. .. ... ... i i i el o $3,249.828 - $3.117,359

See-accompanying notes to consolidated financial statements.
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HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

Year Ended December 31,

See accompanying notes to consolidated financial statements.
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7006 7005 3004
(Dollars in thousands, except per share data)
Interest income - . !
Loans and leases, lncludmg fees .............. BN $134,115 $115,333 $92518
Investment securities: .
Taxable . . o e e s 30,296 23,923 23,891 .
Exempt fromfederaltaxes .. ... .. .. ... ... . 10,477 10,846 10,796
Federal funds sold and securities purchased under agreements to reseli. .. ... 3,838 1,451 T 489
Deposits Inbanks .. ..o ..o e 215 186 35’
Total interest income . ....... e e e 178,941 151,739 127,729
interest expensé .
Savings and money market depos:ts e e 38,906 22,319 9,871
Timedeposits . ..., e 36,460 24330 - 20,902
Short-term BOITOWINES . .. ...ttt i et in e .5,202 3,972 1,381
Long-term borrowings . ... ..ot P 15,200 13,997 10,484
Total INTETESt EXPENSE. « o v vt ot e et eme e et aia s 95,768 64,618 42,638
) Net interest income .................00. 00 ... e 83,173 87,121 85,091
Provision forloanlosses .. ............coviuinnn BN 4,200 3,401 2,555
Net interest income after provision for loan losses ... ... o 78,973 83,720 82,536
Noninterest income
Service Charges . ... . oot i e 8,002 8.202 7,807
(Loss) gain on sales of investment securities, net. ...................... (674) 4,794 3,689 -
Gainonsaleofbranch. .. .................... P 10,650 690 —
-Giain on sale of credit card portfollo ................................... 1,444 —_ —
Wealth MANAGEIMENT . .. ...l 14,698 6,651 6,536
Bank-owned life i ISULANCE - o besviht et 2,386 2,234 2,406
Otherincome. . ........0 .. ... iiiniinnin. e 8,939 7,419 ¢ 7,670
Total NONINErESt iNCOME . .. ..t v vt ie e it e i aann 45,445 29.990 28,158
Net interest income after provision for loan losses and :
noninterest income. . . .. L 124,418 113,710 '110,694 -
Noninterest expense : S
Salaries, wages and employee benefits . . .. ... ... e 44,647 37,441 37,080
Occupancy ......c.ovveenvennn e e 5,670 5,176 4,557.
Fumniture and equipment. . .. ... ... i i i 3,664 4,231 4,863
Marketing . ................ e /A 1,854 2,506 2,262
Otherexpense . ........ ... it P P 15,092 13,125 10,799
" * Total noninterest expense. . ... ... S 70,927 62,479 59,561
Income before income tax expense. . .......... ... .. e 53,491 51,231 ° 51,133
rIncomctaxcxpcnsc .............. 14,076 12,403 f12,566
Net income ............ T e e e e e $ 39415 $ 38,828 $ 38,567
Net income per share information: : ) . g
< 1T $§ 136 § 1.34 $ 135
Diluted .........c........ .. I e . § 1.4 $§ 132 § 131
Cash dividends pershare. .......... ... . . i § 075 $ 072 $  0.65
Weighted average number of common shares:
BaSIC . v ottt e 28,946,847 28,891,412 28,505,392
Diluted ... e i 29,353,128 29,490,216 29,465,613




Balance January 1,2004
Issuance of stock for stock

options, net of 1ax

benefits. . .............
Issuance of stock awards
Stock dividend. ...........
Netincome . ............ .
Other comprehensive loss, net -
of reclassifications and 1ax ,
Issuance of common stock for o
acquisition of Millennium
Bank..... e S
Purchases of treasury stock . .+
Sale of treasury stock . ... ..

Comprehensive income . . . .. .

Balance December 31,2004 _ -~
Issuance’of stock for stock

options, net of tax

benefits. ., ............

Netincome ..............
Other comprehensive loss, net -
of reclassifications and tax .,
Purchases of treasury stock .
Cash dividends. . e

Comprehensive income

Balance December 31,2005 . . .
Issuance of stock for stock
options, net of excess tax

benefits.. " ... ... ...
Issuance of stock awards . ..
Stock-based compensation

eXpense... .. ...........
Stock dividend ... ..., ... i
Netincome. .. :........, R
Other comprehensive income, -~ .

net of reclassifications ‘

Purchases of treasury stock .

Cash dividends

Comprehensive income R
Balance December 31,2006 . 29,074

HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

Common  Treasury

Stock Common Accumulated
Number  Number Stock Additional Other
] N of | ~. Par Paid in Retained Comprehensive  Treasury Comprehensive
Shares Shares Value Capital Earnings  Income {Loss} Stock Total Income (Loss)
] (Dollars and share information in thousands) ,
24,668 (823 324,068 $ 98,646 $10%9,502° "$8098  C 8(13.861) $227,053
i . .. . .
f - 411 4,832 - —_ e — . —_ 5243 . .
— p— — | 7 Lo— b e — _— 7
1,295 - -(46) 1,295 28,456 (29,764) = - Ik
— — — — 38.567 — e, 38567 §38,567
- . = - - — (6,855) —  (6855) " (6:855)
946 = 1 in 946 27,974 — — — 28,920 ’
— ey —. 399 e .. — 4214 - - (3819
- R [ — 279 - — ’ 275 =
- = — —  _(18579 — = _(18575
e ] : ) . $31.712
27320, (1,043 T 27320 160,039 J99.730 o0, . 1,243 (17,800) 270,532
- : : . [ . l-:‘.f.‘.l
42 1S3 147 1,284 — e — 3,027 445y e
- = — 5 — o= = Cos !
38 1,272 38 6,090 (29,535 - - 23,3927 ' " (15) '
— - - . = 38,828 . — " — 38,828 $38.828
S T . A Lo
— R — — — (9.861) - ~(9.861) - [(9.861)
— . (446) — H— ) — . - (9,072 (9,972) \ L.
— L — - = — (20,738) — — (20,738
o e e P $28.967
27,500 (84 $27,500 5167418 $88285 $(8.618) | $(1,353)  $273.232
12 P 192 1662 ¢« - e T 4sey Teanr -
— LI, — 5 ’ — . - . —_ . — 5’ L
—  eF — 440 — R — 440
1.382 — 1,382 25,188 _  (26,582) . — Y | ) BT
L= T - — 39415 o~ —  ,39415  $39415
oo _ . .
— . — - = — — 2,515 — 2518 2,515
- 265, .. —- - — — (5.502) (5,502
— o = — 21,779 . . — ot a— 21,779
wot : $41.930
L0 T529.074 $194.713 § 79,339 $(6,103) $(2.272  $294,751
e oo, . T T
L] ‘ Y ’

See.accompanying notes to consolidated financial statements.
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HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

’

Year Ended December 31,

2006 2005 2004
(Dollars in thousands)
Operating activities . . ' .
Nl IICOIMIE & ottt et ettt et et et e e e e e e e e $ 39415 § 38,828 § 38,567
Adjustments to reconcile net income 1o net cash provided by operating activities: ’ :
Provision forloanlosses. .. .......... ... ... . ... P 4,200 3.401 2,555
Depreciation and amortization . . ... ... oo oo e e 4,483 3,908 4,178
Net amortization of investnent securitics discounts/premiums ... ....... ... ... 3,327 5,890 6,011
Deferred income expense (benefit) ... ... ... e e ol 659 (3,530) (3,582)
Loss (gain) on sales of investment securities, net ... .. .............. e : 674 (4,794 (3.689)
Gainonsaleofbranch . .. .. ... ... . e (10,650) (690) —
Gainon sale of erediteard portfolio . ..., ... i (1,444) .- —
Gainon sale of bank subsidiary . ... .. ... . . . e — (287) —
Bank-owned life insuranceincome .. . ... . ... L.l (2,386) (2,234) (2.406)
Stock-based compensation EXPRIISE. . .\ ie e e .. e 440 . — —
Net increase in accrued interest receivable. . . ... ... S e (1,725 (1,205 (985)
Net increase in accrued interest payable. ... ... .. PR YOO SR " 4,412 2,039 3,183
Net (increase) decrease in otherassets. . .. .......... L . (8,085) . 3,214 (2,007)
Net increase (decrease}in other liabilities .. .. .. ... ... ... .. . o il 1,711 (8.850) 6,416
Other,net . ... ..... R P SN 8% 86 7
Net cash provided by operating activities . ... ........ ... . .. .0 S 34,942 33,777 48,248
Investing activities
‘Proceeds from sales of investment securities available forsale. . .. ... .. ... .. ... . 110,842 273919 1,348,441
Proceeds from maturity or calls of investment securities held to maturity ........ ... e : 617 9,243 5,040
Proceeds from maturity or calls of investment securitics available forsale .. ....... SR 158,146 1 196,161 260,892
Purchases of investment securities held tomaturity . . . ... o - ) — (3.826)
Purchases of tnvestment securities available forsale . . . .. e PR (278,063) (454,254) (1.607,251)
Netinerease inl0ans. . .. ..ottt it e et a s e (101,554) (147,02% (283,337)
Net cush paid due to acquisition, net of cash acquired , ... ... oL i (14,525) e (18,439}
Netcashpaidinsaleofbranch ...... ... ... ... . . ... i (42,472) {7.431) —
Net proceeds from sale of credit card portfolio . . ... 16,705 — —
Net cash received from sale of bank subsidiary. .. ... ... ool — 1,931 —
Purchases of premises and equipment. . . . . .. R e (10,783) (4,783) (5,244)
Proceeds from sales of premisesand equipment ... ... ... .. L il e 857 35 —
Purchase of bank-owned life insurance. . . ... ... : . L D, — (5,000} —
Proceeds from sales of otherrealestate . ... ... ...... e ' 109 466 1,085
Net cash used in investing activities ., . ... .. P e {160.121) (136,742) (302,639)
Financing activities .. Lo . . K
Netinerease in deposits. . ... ... o it e 225,554 166,472 82,234
Increase (decrease) in federal funds purchased and securities sold under agreements to repurchase 8,722 (54.327) 55,633
(Decrease) increase in short-term borrowings . . ... ... oo e e (395) '(45,461) 42,198
Advances of long-term BOTTOWINES . . .. oottt e e e 10,000 25,000 83,000
Repayments of long-term borrowings. . . . . . . . Yo ST, FAS “(68,000) R— —_
Advances of subordinated debt . ... .. ... — 25,774 20,619
Cashdividends. . .. ... .. .. . e e 21,779 (20,738 (18,575)
Repurchase of commonstock .. ... o s A (5,502 9,972 (3.815)
Proceeds from the exercise of stockoptions . ... ... ... ... . i 5,302 4,453 5,243
Excess tax benefits from stock-based compensation . . .. ... ... .. i i 948 te —
L0 R T yrr e (12) (15 (13)
Net cash provided by financing activities . ©. ...\ vvvenveeelonneeoie.. . 154,838 91,186 266,524
Net increase {decreasé) in cash and cash equivalents®. .. ... ... ... .. o 29,659 (11,779 12,133
Cash and cash equivalents at beginning of year. . ... ... ... ... ... e 95,211 106,990 94,857 .
Cash and cash equivalenmts atendofyear . .. . ... .. ... .. ... ... [ $124,870 $95,211 $106.990
Cash paid during the year for:". : S . . R
S S e . $91.435 § 62,860 $ 39,994
ICOMMIE LK LS .« o o v et e e et e ottt et s e st et e e e $ 17,088 5 18.940 S 10,718
Supplemental disclosure of noncash investing and financing activities:
Transfer of assets from loans to other real estate owned ... ... .o i rn s $ 128 § 288 § 586
Transfer of invesiments available for sale to investments held o maturity .. ............. — — 50,009
Acquisition of Millennium Bank, common stock issued ... ...... ... ..o e — — 28,920

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note 1 —Summary of Significant Accounting Policies ty

Harleysville National Corporation (the Corporation) through its subsidiary bank, Harleysville National Bank
(the Bank), provides a full range of banking services including loans and deposits and investment management,
and trust and investment advisory services to individual and corporate customers primarily located in ecastern
Pennsylvania. HNC Financial Company and HNC Reinsurance Company are wholly owned sub51d1ar|es of the
Corporation. HNC Financial Company’s principal business function is to expand the investment opportunities of
the Corporation. HNC Reinsurance Company functions as a reinsurer of consumer loan credn life and acc1dent
and health insurance.

“The Corporation and the Bank are subject to regulations of certain state and federal agencies an'd,
accordingly, these regulatory authorities periodically examine the Corporation and the Bank. As'a consequence of
the extensive regulation of commercial banking activities, the Corporation’s and the Bank’s busmesses are,
susceptible to being affected by state and federal legislation and regulations. o

A summary of the significant accoummg pohc1es con51stently applied in the preparauon of the ‘o
accompanying consolidated financial statements follows. . JERRL

Principles of Consolidation and Basis of Presentation -

The consolidatéd financial statements include the Corporation and its whol[y owned subsidiaries, the Bank,"
HNC Financial Company, and HNC Reinsurance Company. The Cornerstone Compames (sub51d1ar1es of the
Bank) results of operations are included in the Corporation's results beginning January 1, 2006 through
December 31, 2006. Ail significant intercompany accounts and transactions have been eliminated in
consolidation and certain prior period amounts have been reclassified to conform to current year présentation.
The accounting and reporting policies of the Corporation and its subsidiaries conform wnth accounting principles
generally accepted in the United States and general practices within the financial services mdustry o

The preparation of financial statements in conformity with accounting principles generally zgc,@epted in the
United States of America requires management to make estimates and assumptions that atfect the reported
amount of assets and liabilities as of the dates of the balance sheets and revenues and expenditures for the penods
presented. Actual results could differ from those estimates. ‘

Cash and Cash Equiva!ents ' T o I

Cash and cash equwalems include cash and due from banks, federal funds sold, securities purchased under
agreements to resell and interest-bearing deposits in banks with an original maturity of generally three months or
less. -

Investment Securities

Tet,
The Corporation accounts for securities under Statement of Financial Accountmg Standards (SFAS)
No. 115, “Accounting for Certain [nvestments in Debt and Equity Securities.” Debt securities,, Wthh
management has the intent and ability to hold until maturity, are classified as held to maturity and reported at.
amortized cost, adjusted for amortization of premiums and accretion of discounts using the interest method over
the life of the securities. Debt and equity securities expected to be held for an indefinite period of time are » :
classified as available for sale and are stated at fair value with unrealized gains and losses excluded from earnings

b,
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NOTES TO CONSOLIDATED FINANCIAL'STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION‘AND SUBSIDIARIES .

Note 1—Summary of Significant Accounting Policies (Continved) - ... . . . - - o

and reported in other comprehensive.income, net of income taxes. The Corporation receives estimated fair values
of debt securities from independent valuation services and brokers. In developing these fair values, the valuation -
services-and brokersuse esumates of cash flows based on historical performance of 51m11ar mstrumems in 51m|lar
rate environments. « : :

Amomzatlon of premlums and accrenon of d:scounts for mvestmem sécurities avallable for sale and held to
maturlty are, mctuded in‘interest mcome Realized gains and losses on the sale of i mvestmem sccurities are
recogmzed using the spec:f' ¢ identific canon method dnd are included in the consohdaled statements of mcome

The Corporation follows Fmanmal Accounting Standards Board (FASB) FSP FAS Nos. 115-1 and FAS
124-1 “The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments,” which, -
provides guidance on-determining when investments in certain debt and equity securities are considered
impaired, whether that impairment js other than temporary, and on measurmg such impairment loss. The
Corporation uses various mdlcators n detennmm;_, whether a secunry is other-than-temporarily impaired,
including for equity securities, if the market value is'below its cost for an extended period of time with low
expectation of recovery or for debt sccurmes when 1t 18 pmbable that the contractual interest and prmmpa] W111

Loans

i

Loans that managemem intends to hold to maturlty are stated at the prmelpal amotint oulstandlng Net loans
represent the prmCIpal loan amount outstandmg net of deferred fees and costs, unearned.incorne and 'the
allowance for loan losses. Interest on loans is credlted to mcome based on the pr1nc1pal amount outstandmg o

[-ease financing represents automobile and equlpment leasing. The lease financing receivable included in
loans is stated at the gross amount of lease payments receivable, plus the residual value, less income to be carned
over the life of the leasesyIncome is recognized over the term'of the leases using the level yield method. 5

Loan ongmanon fees and direct loan ongmatlon costs of completed loans are deferred and recogmzed over
the lif¢’of the loan as an adjustment to the yield. The net loan origination fees recogmzed as yleld adjustments are
reflected in loan interest mcome in the consolidated statements of income and the unamortized balance of the net
ioan origination fees i is reported in Ioans outstanding in the consolldatcd balance sheets

Income recognition of interest on loans.is discontinued when in the opinion of management the . -
collectibility.of principal‘or interest becomes doubtful. A loan is generally classified as nonaccrual when
principal or interest has consistently been'in default.for a period of 90 days or more or because of deterioration in
the financial condition of the borrower, and payment in full of principal or interest is not expected. When a loan
is placed on nonaccrual status, atl accrued but uncollected interest is reversed from income. The Corporation
recognizes income on nonaccrual loans under the cash basis when the loans are both current and the collateral on
the loan is sufficient to cover the outstandmg obligation to the Corporatmn The Corporanon w1l] not recogmze
income if these factors do not éxist. Loans past due 90 days or more and still accruing interest are loans that are
generally well-secured and expected 1o be.restored to a current status in the near future. . ..
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

 Note 1—Summary of Significant Accounting Policies (Continued) - - - '

A loan is considered impaired when, based on current information and events, it is probable that the
Corporation will be unable to collect all amounts due; including principal and interest, according to the
contractual terms of the loan agreement. The Corporation accounts for impaired loans under SFAS No. 114,
“Accounting by Creditors for Impairment of a Loan”, as amended by SFAS No. 118, “Accounting by Creditors
for Impairment of a Loan—Income Recognition and Disclosures.” Individually impaired loans are measured
based on the present value of expected future cash flows discounted at the loan’s effective interest rate, a loan’s
observable market price, or the fair value of the collateral if the loan is collateral’ dependent. Regardless of the
measurement method impairment is based on the fair value of the collateral when foreclosure is probable. If the
recorded investment in impaired loans exceeds the measure of estimated fair value, a specific allowance is
established as a compenent of the allowance for loan losses. The Corporation’s policy for interest income
recognition on impaired loans is to recognize income on restructured loans under the accrual method.

The Corporation follows FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure -
Requirements for Guarantees, including Indirect Guarantees of Indebtedness of Others” (FlN 45). FIN 45
requires a guarantor entity, at the inception. ofa glarantee ‘covered’ by the measurement provisions of the
interpretation, to record a liability for the fair value of the obligation undertaken in issuing the guarantee.

Allowance for Loan Losses

| The allowance for loan losses is maintained at a level that management believes is sufficient to absorb

‘ estimated probable credit losses. The allowance for loan losses is based on estimated net realizable vatue unless it
| is probable that loans will be’ foreclosed in which case the allowance for loan losses is based on the fair valué of
| the collateral less sefling costs. Management’s determination of the adequacy of the allowance is based on
periodic evaluations of the loan portfolio and other relevant factors. However, this evaluation is inherently .,
subjective as it requires significant estimates by management. Consideration is given to a variety of factors in.
establishing these estimates including historical losses, current and anticipated economic conditions,
diversification of the loan portfolio, delinquency statistics, results of internal loan review, borrowers’ perceived
financial and management strengths, the adequacy of underlying colateral, the dependence on collateral, and the
strength of the present value of future cash flows and otherrelevant factors. These factors may be suscepnble to
significant change. To the extent actual outcomes differ from management estimates, additional provisions for
loan losses may be required which may adversely affect the Corporation’s results bf operations in the future, In
addition, various regulatory agencies, as an integral part of their examination process, periodically review the
allowance for loan losses. Such agencies may require the Corporation to recognize additions to the allowance
based on their judgment of information available to them at the time of their examination:

Mortgage Servicing .o - o 1

The Corporation performs various servicing functions on mortgage loans owhed by others. A fee, usually
based on-a percentage of the outstanding prmcnpal balance of the Ioan is received for these serv1ces

The Corporation accounts for its transfers and servicing ﬁnancnal assets in accordance with SFAS No. 140,
“Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.” The
Corporation originates mortgages under a definitive plan to sell or securitize those loans and service the loans
owned by the investor. The Corporation initially measures servicing assets retained in a sale or securitization of
the assets being serviced at their allocated previous carrying amount based on relative fair values at the date of
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued})
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

. Note 1—Summary of Significant Accounting Poticies (Continued) T .

the sale or securitization. Servicing assets purchased or assumed rather than undertaken in a sale or securitization
of the financial assets being serviced, are measured initially at fair value. Serv1c1ng assets are amortized in
proportion to and over the perrod of net semcmg income.

: B

The Corporatlon esttmates the fair value of servrcmg rights based upon the present value of, expected future
cash flows associated with the servicing rights discounted at a current market rate using the same assumptions
used by bidders of servicing portfolios. The.loans are grouped into homogenous pools for analysis based upon the
predominant risk characteristics including origination date, loan type, interest rate and term. Assumptions are,
developed that include estimates of servicing costs, loan defaults, prepayment speeds, discount rates, market
conditions and other factors that impact the value of retained interests. If the carrying value of mortgage servicing
rights for a pool exceeds the estimated fair value, an tmpatrment loss is recognized through a charge wthe ..

valuation allowance with a corresponding adjustment to earnings. .

Mortgage loans originated and intended for sale in the secondary market are carried at the lower of
aggregate cost or estimated fair value. Gains and losses on sales of loans are also accounted for in accordance
with SFAS No. 134, “Accounting for Mortgage Securities Retained after the Securitization of Mortgage Loans
Held for Sale by a Mortgage Banking-Enterprise.”. This statement requires that an ¢ntity engaged in mortgage
banking activities classify the retained mortgage-backed security or other interest, which resulted from-the .
securitizations of a mortgage loan held for. sale, based upon its ability and intent to sell or hold these investments.

Vo

Premises and Equipment v o

Premises and equipment are stated at cost-less accumulated deprecratton Deprematlon is recorded usmg the
straight-line and accelerated depreciation methods over the estimated useful lives of the assets. Leasehold-
improvements are amortized over the remaining useful lives of the leases (including renewal options) or estimated
useful lives, whichever is shorter.

Net Assets in Foreclosure | : - L ! .

Net assets in foreclosure include foreclosed real estate which is carried at the Iower of cost (lesser of
carrying value of loan or fair value at date of acqu1smon) or estimated fair value of the collateral less selling
costs. Any write-down, at or priof to the dates the real estate is considered forectosed is” charged to the aHowance
for loan losses. Subsequént write-downs and expenses incurred in connectlon w:th holdmg such’ asséts are
recorded in other'expenses. Any gain o loss upon the sale of real estate owned 1 is charged to operations as
incurred. Net assets in foreclosure also includes foreclosed leases which are carried at lower of cost (lesser of
carrying value o'floan or fair value at date of acquisition) or estirnatéti fair value less selling costs.

Goodwrl! and Other Intangible Asse!s |

Goodwrll represents the excess of the cost of an acquired entity over the fair value of the 1dent1f' able net
assets acquired in accordance with.the purchase method of accounting. Goodwill is not amortized but'is reviewed
for potential impairment on an annual basis, or more often if events or circumstances indicate that there may be
impairment, in accordance with SFAS No. 142, “Goodwill and Other Intangible Assets.” Goodwill is tested for
impairment at the reporting unit level and an impairment loss is recorded to the extent that the carrying amount of
goodwill exceeds its implied farr value. Core deposit intangibles are a measure ‘of the value of checkm;, anid
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note 1—Summary of Significant Accounting Policies (Continued) : ' .

savings deposits acquired in business combinations accounted for.under the purchase method. Core deposit
intangibles and other identified intangible assets with finite useful lives are amortized on a straight-line basis over
their estimated lives (ranging from five to ten years) and are evaluated for impairment if events and
circumstances indicate a possible impairment. The Corporation employs general industry practices in evaluating
the fair value of its goodwill and other intangible assets. The Corporation calculates the fair value using a
combination of the following valuations: deposit premiums based on'market deals, current stock pricing tracking:
as a multiple of book value, discounted cash flow of earnings with a terminal value and market multiple of
earnings. Any impairment loss related to goodwill and other intangible assets is reflected as other noninterest
expense in the statement of operations in the period in which the impairment was determined. No assurance can
be given that future impairment tests will not result in a charge to eamnings. See Note 8 — Goodwill and Other
Intangibles for additional information. . -

Derivatives

The Corporation accounts for dérivatives in accordance with SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities” as amended. The statement requires the Corporation to recognize all
derivative instruments at fair value as either assets or liabilities. The accounting for changes in the fair value ofa -
derivative instrument depends on'whether, at inception, it has been designated and qualifies as part of a hedging -
relationship. For derivatives not designated as hedges, the gain or loss is recognized in current earnings. When
the Corporation designates a derivative as hedging, it is required to establish at the inception of the hedge, the
method it will usc for assessing the effectiveness of the hedging derivative and the measurement approach for
determining the ineffective aspect of the hedge. Those methods must be.consistent with the Corporatmn s
approach to managmg risk: . )

The Corporation enters into interest rate swap contracts to modify the interest rate characteristics from
variable o fixed in order to reduce the impact of interest rate changes on future net interest income. Net amounts
payable or receivable from these contracts are accrued as an adjustment to interest income or interest expense of
the related asset or liability. Interest rate swap agreements are designated as either cash flow hedges or fair value
hedges. For cashflow hedges, the fair value of these derivatives is reported in other assets or other liabilities and
offset in accumulated other comprehensive income for the effective portion of the derivatives. Amounts reclassed
into earnings, when the hedged transaction culminates, are included in net interest. Ineffectiveness of the strategy, as’
defined under SFAS No. 133, if any, is reported in net interest. In a fair value hedge, the fair values of the interest
rate swap agreements and changes in the fair values of the hedged items are recorded in the Corporation’s
consolidated balance sheet with the corresponding gain or loss being recognized in current earnings. The
difference between changes in the fair values of interest rate swap agreements and the hedged items represents
hedge ineffectiveness and is recorded in net interest in the Corporation’s income statement. The Corporation
performs an assessment, both at the inception of the hedge and quarterly thereafter, to determine whclhcr these
derivatives are highly effective in offsetting changes in the value of the hedged items.

Stock-Based Compensation

The Corporation adopted Statement of Financial Accounting Standards No. 123 {revised 2004), “Share-Based
Payment” (SFAS 123(R)) on January 1, 2006 using the modified prospective application method of transition.
Under SFAS 123(R), all forms of share-based payments to employees, including employee stock options, is treated
the same as other forms of compensation by recognizing the related cost in the income statement. The expense of
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note I—Summary of Significant Accounting Policies (Contitued): ~ - =~ - n. ¢ o

the award is generally measured at fair value at the grant date with compensation expense recognized over the -
service period, which is usually the vesting period, Prior to January ] 2006 the Corporatron followed APB 25
and the disclosure requrrements of SFAS 123(R) w1th pro forma drsclosures of net income and earnrngs per
share, as if the fair value based method of accountmg deﬁned in SFAS 123 had been applred The Corporanon 8
consolidated ﬁnancral statements as of December 31, 2006 and for the year of 2006 reﬂect the 1mpact of adoptmg
SFAS 123(R). In accordancé with the modified prospectlve method, the consolrdated ﬁnancral statements for
prior periods have not been restated to reflect, and do not include, the impact of SFAS’ 123(R) Effective January
1, 2006, the Corporatlon recogmzes compensatlon expense for the portion of outstanding awards at January 1,
2006 for whtch the requisité servrce has not vet been rendered, based on the grant- -date fair value of those awards
calculated under SFAS 123 for pro forma drsclosures For new grants awarded on or after January 1,.2006, the
Corporation has chosen to continue, the use of the Black-Scholes optron-prrcmg model (as used undcr SFAS l23)
to estimate the fair value Of ¢ach option on the date of grant In accordance w1th SFAS 123(R) commencmg
January 1, 2006, the’ Corporanon estimates, the number of options for which the requ1srte ser{frce is expected to ‘be
rendered as compared to accountmg for forfertures as they ocCur under SFAS 123, The Corporanon recognrzes
compensation expense ‘for new grants using the strarght -line method which recogmzes compensalton expense for
shares vesting evenly over the perrod of vestlng Pro forma disclosures under SFAS 123 have been based upon
the accrual method which treats each vesting tranche asa Separate award and amortlzes expense evenly (prorated)
from grant date to vest date for each tranche. The Corporatlon recogmzed share-based compensation expense, net
of tax, during the year of 2006 ot $407,000. See Note 14 — Stock-Based Compensation for additional
information.

' R . K . e .
Byt AT . L g oo oL n fhale .

Income Taxes =" . ) : A
‘I v ' lr" 4 - - “.J‘."' "l- r L P A PR i l!»:, \\."‘. RN .i' .’1 P
.. There are two components of income-tax éxpense: current'and deferred. Current incomne tax expense “ "1 -

approximates-cash to be paid or refunded for taxes for the applicable period: Deferred tax-assets and liabilities are
recognized dueto differences between the basis of assets and liabilities as measured by tax laws and their basis.as
reported in the financial statements. Deferred tax assets are subject to management's judgment based upon
available evidence that future realizations are likely. If management deterinines that the’ Corporation may not be -
able to redlize some or all of the net deferred tax asset in the future,a charge to income tax expense may.be .
required to reduce.the value of the net deferred tax asset to the expected realizable value. Deferred tax assets and:
liabilities are measured using énacted tax rates.expected to apply to taxable income in the years.in which those .
temporary differences are expected to be recovered or settled. The effect on deferred taxes of a change in tax
rates is recognized in income in the period that includes the enactment date. Deferred tax expense or benefit.is
recognized for the_change in deferred tax liabilities or assets between periods,, | o S
ii T 2T RN e ey, - RIF BN Tl lx'. : X ‘r» R A

The Corporation has certain employee benefit plans covering substantlally all employees:-The Corporation - .
accrues service cost as incurred. The:Corporation’s current measurement date for plan assets and obligations is-
fiscal year-end. In.accordance with the implementation of SFAS No: 158, “Employers’ Accounting for Defined
Benefit Pension and.Other Postretirement Plans™ effective at the:end ofithe fiscal year 2006, the Corporation .
recognizes for its defined benefit pension plan.an.asset.for the overfunded status or a liability for-the underfunded
status in its statement of financial position and recognizes changes in the funded status of the plan in.the yearin :

whrch the changes oceur. See Note 12 — Pension.Plans for addrnonal mformatlon " T A T
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Pension Pldm
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Note 1—Summary of Signiﬁeant Accounting Policies (Continued) .

Bank-Chwned Life Insurance, oo T

The Corporat'io'n invests in bank-owned life insurance (BOLI). BOLI involves the purchasing of life
insurance by the Corporation on a chosen group of employees. Thé' Corporation is the owner and beneficiary of
the policies. This pool of insurance, due to tax advantages to the Bank, is profitable to the Corporation. This
proﬁtablllty is used to offset a pomon of future beneﬁt cost increases. The Bank's dep051ts fund BOLI and the
eammgs from BOLI are recognized as noninterest income.

In September 2006, the Emerging Issues Task Force (EITF) reached a final consensus on Issue No. 06-5,
“Accounting for Purchases of Life Insurance — Determining the Amount Fhat Could Be Realized in Accordance
with FASB Technical Bulletin No. 85-4, Accounting for Purchases of Life Insurance.” The consensus concludes
that in determining the amount that cuuld be realized under an insurance contract accounted for under FASB
Technical Bulletin No. 85-4, the pohcyholder should (1) consider any additional amounts inéluded in the
contractual terms of the policy; (2) assume the surtender value on a individual-life by individual-life policy basis;
and (3) not discount the cash surrender value component of the amount that could be realized when contractual
restrictions on the ability to surrender a pohcy exist. Issue No. 06-05 is effectlve for fiscal years beginning after
December 15, 2006. The ‘Corporation does not expect the adoption of EITF Issue No. 06-5will have any lmpact '
on the Corporatlon 8 ﬁnanc:lal posmon or results of operations, ‘
Earnings Per Share i

The Corporation follows the provisions of SFAS No. 128, “Earnings per Share.” Basic earmngs per share
exclude dilution and are computed by dividing income available to common sharcholders by the
weighted-average common shares outstanding during the period. Diluted earnings per share take into account the
potential dilution that could occur if securities or other contracts to issue common stock were exercised and
converted into common stock. Proceeds assumed to have been received on such exercise or conversion are’
assumed to be used to purchase shares of the Corporation’s common stock at the average market price during the
period, as required by the “treasury stock method” of accounting, The effects of securities or other contracts to
issue common stock are excluded from the computation of diluted earnings per share in periods in which-the
effect would be antidilutive. All weighted average shares, ‘actual shares and per share information-in the financial
statements have been adjusted retroactively for the effect of stock dividends and splits. -

Comprehensive Income ooy .o L . . . ' .

The Corporation records unrealized gains and losses on available for sale investment securities, net of tax

and gains and losses on cash flow hedges, net of tax in other comprehensive income in shareholders’ equity.

~ Gains and losses on available for sale investment securities are reclassified to net income as the gains or losses
are realized upon sale of the securities: Other-than-temporary impairment charges are reclassified to net income
at the time of the charge. Gains or losses on derivatives are reclassified to net income as the hedged item affects
earnings. In addition, in accordance with the implementation of SFAS No. 158, “Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans” effective at the end of the fiscal year 2006, the
Corporation recognized as a component of other accumulated comprehensive income, net of tax, the net loss and
transition asset that had not been included in the net periodic benefit cost of its pension plan -Subsequently, the

_Corporation will recognize certain gains and losses and prior service costs or credits that arise during each i
reporting period, net of tax, as a component of other comprehensive income. Amounts recognized in accumulated
other comprehensive income are adjusted as they are subsequently recognized in earnings as components of the
plan’s net periodic benefit cost. The Corporation follows the disclosure provisions of SFAS No. 130, “Reporting
Comprehensive Income.”
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Note 1—Summary of Significant Accounting Policies (Continued) . - ot

.

Variable Interest Entmes

Harleysville Slalutory Trust (Trusl D), HNC Stamtory Trust 11 (Trust lI) and HNC Starutory Trust I11 (Trust
I11) are considered variable interest entities under FASB Interpretation 46, “Consolidation of Variable Interest
Entities,” as revised (FIN 46R). Accordingly, Trust 1, Trust II and Trust II! are not consolidated in the. y
Corporation’s financial statements.

Recent Accounting Pronouncements - : v

In September 2006, the FASB issued SFAS No. 158, “Employers” Accounting for Defined Benefit Pension
and Other Postretirement Plans—an amendment of FASB Statements No. 87, 88, 106,'and 132(R).” SFAS No..
158 requires an employer that is a business entity and sponsors one or more single-employer defined benefit
plans to 1) recognize a plan’s overfunded or underfunded status as an asset or liability in its financial statements,
2) measure plan assets and obligations as of fiscal year-end, and 3) recognize as a component of other
comprehensive income, net of tax, the gains and losses and prior service costs or credits that arise during the
period but are not recognized as compoenents of net periodic benefit cost. The statement is effective for fiscal -
years ending after.December 15, 2006 with the exception of the requirement to measure plan assets and
obligations as of the employer’s fiscal year-end which is effective for fiscal years ending after December 15,
2008. As a result of the application of the provisions of SFAS No. 158 as of December 31, 2000, shareholder’s
equity was reduced by approximately $1.5 million after tax. See Note 12 — Pension Plans for additional ‘
information. The Corporation’s current reasurement date for plan assets and obligations is fiscal year-end. In
December 2006, the federal bank regulatory agencies announced an interim decision that SFAS No. 158 will not
affect bank organizations® regulatory capital and that any amounts récorded in accumulated other comprehenswe
income resulting from the adoption and application of SFAS No. 158 is excluded from g’egqla_tory capital.”

In September 2006, the FASB issued SFAS No,' 157, “Fair Value Measurements.” SFAS No. 157 clarifies
the definition of fair value, establishes a framework for measuring fair value in generally accepted accounting "«
principles and expands disclosures about fair value measurements,:SFAS No. 157 is effective for fiscai.years, . «
beginning after November 15, 2007; and interim periods within those fiscal years, although earlier application is
encouraged. Prospective application of the provisions of SFAS No. 157 is required as of the beginning of the '
fiscal year in which'it is initially applied, except for certain circumstances.specified in the-Statement that require
retrospective application. The Corporation is.in the process of assessmg the 1mpact of the adopnon of this
statement on the Corporation’s financial statements, . ‘

In September 2006, the SEC issued SAB 108 to-add section N, “Cohsi'dering the Effects of Prior Year
Misstatements when Quantifying Misstatements in Current Year Financial Statements™ to Topic 1, Financial
Statements, of the Staff Accoummg Bulletin Series. Section N provides guidance on the con51derat|0n of the
effects of prior year misstatements in quantlfymg current year misstatements for the purpose of a materlahty )
assessment, These methods are referred to as the “roll- -over” and “iron curtain” methods. The roll-over method
quantifies the amount by which the current year income statement is misstated. Exclusive reliance on an mcome
statement approach can result i in the accumulation of errors on the balance sheet that may not have been’ materlal
to any 'individual income statement, but which may misstate one or more balance sheet accounts. The iron curtaln
_method quantlf ies the error as the cumulative amount by which the current year balance sheet is misstated.

W . o . ) . . ‘ . ’ o
n’ t L l
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Note 1 —Summary of Significant Accounting Policies (Continued) ' »* '+ : -t

Exclusive reliance on a balance sheet approach can result in disregarding the effects of errors in the current year
income statement that results from the correction of an error existing in previously issued financial

statements. We currently use the-roll-over method for quantifying identified financial statement misstatements.
According to the guidance, a registrant must quantify the impact of correcting all misstatements on its current
year financial statements, including both the carryover and reversing effects of prior year misstatements. Early.
application of the guidance in SAB No. 108 is encouraged in any report for an interim period of the first fiscal
vear ending after November 15, 2006, filed after the publication of this SAB. The adoption of SAB No. 108 did
not have a material impact on the Corporation’s financial statements. :

- In June, 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes
—an interpretation of FASB Statement No. 109.” FIN:No. 48 clarifies the accounting and reporting for income .
taxes where interpretation of the tax law may be uncertain. FIN No. 48 prescribes a recognition threshold and
measurement attribute for the financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return. FIN.No.-48 also provides guidance on de-recognition, classification, interest
and penalties, accounting in interim periods, disclosure, and transition. FIN No. 48 will apply to fiscal years
beginning after December 135, 2006, with earlier. adoption permitted.. The Corporation does not anticipate that the
adoption of FIN No. 48 will have a matenal 1mpact on the Corporatlon s results of operations or. f' nancial
condltlon : . N " - e ‘ o

" In March 2008, the FASB issu¢d SFAS No. 156, “Amendmg Accountmg for Separately Recogmzed
Servicing Assets and Servicing Liabilities,” to simplify accounting for separate]y recognized servicing assets and
servicing liabilities, SFAS No. 156 amends SFAS No. 140, * Accountmg for Transfers and Servicing of Fmancxal
Assets and Extmgulshments of Llabllmes to requlre an entlty to l) separately recog,nlze ﬁnanc1al assets as
servicing assets or servicing liabilities, each tlme it undertakes : an obllgauon to service a ﬁnanc1a] asset by
entering into certain kinds of servicing contracts, 2) initially measure all separalely recogmzed serwcmg asséts
and servicing liabilities at fair value, if practicable and 3) separately present servicing assets and servicing
liabilities subsequently measured at fair value.in the statement of financial position and additional disclosures for.
. all separately recognized servicing assets and servicing liabilities. Additionally, SFAS No. 156 permits an entity
to-choose either the amortization method or the fair value measurement method. for measuring each class of
separately recognized servicing assets and servicing liabilities. SFAS 156 dpplies-to all separately recognized
servicing-assets and liabilities acquired or issued after the beginning of an entity's fiscal year that begins after.
September. 15, 2006; although early adoption is perrnitted. The Corporation has chosen to continue.to use the«- .
amortization method for measuring its mortgage servicing rights and does not expect the adoption of SFAS 156
to have a material impact on the C_orp0|rat'i0n’s results of operations or financial condition.

Note 2—Acquisitions/Dispositions B . e el - SR

On November 10, 2006 the Bank completed the sale of its Honesda]e branch located m Wayne County, | -
Pennsylvama with deposns of $74 y) million, as well as loans and other assets of $22.5 million to First National
Commumty Bank. In connection with the sale the Bank paid net cash of $42.5 million and Jecorded a'gain in the
fourth quarter of 2006, net of federal income taxes, of $6.9 million or $. 24 per diluted share, The sale of this =+
smgle Wayne County tocation will allow the Bank to focus on ‘expanding w1thm lts core markets and also he]p to
provide the resources requlred to support strateglc inifiatives.

L ¢ * e LI
On Aprll 14, 2006, the Bank sold its ex1stmg credit card portfolio to Elan Financial Servnces a natlonal
credit card issuer and established an agent issuing relationship with Elan Financial Services. Under the
agreement, credit cards for the Bank wilt be issued under the Harleysviile National Bank name. The Bank sold
$15.3 million in credit card receivables resulting in a gain in the second quarter of 2006 from the sale of these
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Nate 2—Acquisitions / Dispositions (Continued) c . .

credit cards, net of federal income taxes, of $939,000 or $.03 per diluted share. The.Bank continues to earn
certain fees from ongoing portfolio activity. The sale agreement stipulates that any credit card accounts
delinguent over 30 days, overlimil accounts and petitioned bankruptcies will be guaranteed by the Bank for'a
period of one year, Of the $15.3 million in credit card receivables sold, $529,000 was sold with full recourse which
was the total potential recourse exposure at the time of the sale. During the sccond quarter of 2006, the Bank
recorded a recourse liability of $371, 000 which was the entire recourse liability récorded. This estimate was based
on our historic losses as experienced on similar credit card receivables. The Bank will be subject to the full recourse
obllgatlons for a period of one year. At December 31, 2006, the total potential recourse exposure had been reduced
to $195,000 with a current recourse liability of $96, 000 .

Effective January I, 2006, the Bank completed its acquisition of the Comerstonc Corpanies, registered
investment advisors for high net worlh privately held business owners, wealthy families and institutional clients.
Located in the Lehlgh Valley, Pennsylvama the firm spemallzes in prowdmf, sophisticated open archltecmre
asset management platforms business succession and estate planning services, life insurance sales and '
compensation and benefits consulting. The Comerstone Companies had assets under management of
approximately $1.5 billion at the acquisition date and serve clients throughout Pennsylvania and other mid- "
Allantic states.

’

The acquisition was consummated pursuant to the Purchase Agreement dated Novcmber 15, 2005, by and
among the Bank and Cornerstone Financial Consultants, Ltd., a Pennsylvania corporation (CFC), Cornerstone
Institutional Investors, Inc., a Pennsylvania corporation (Cl[), Cornerstone Advisors Asset Management, Inc., a
Pennsylvania corporation ((CAAM), and together with CFC and CII collectively, the Cornerstone Com'panies)
and Cornerstone Management Resources, Inc., (CMR). Under the Purchase Agreement, the Bank acquired (i) all
of the outstanding capital stock of CFC and CII, (ii) substantially all of the assets of CAAM, and (iii) certain
limited assets of CMR. The purchase price consisted of $15.0 million in cash paid at closing and a contingent
payment of up to $7.0 million to be paid post-closing. The contingént payment is based upon the Comerstone
Companies meeting certain minimum operating results during a five-year earn-out period with a maximum
payout of $7.0 million over this period. For 2006, the minimum operating results were met resulting in an earn-
out payment of $1.0 million which was recorded as additional goodwill. At December 31, 2006, the remaining
maximum payout is $6.0 million through 2010.

The Cornerstone Companies acquisition was accounted for using the purchase method of accounting in
accordance with SFAS No, 141, “Business Combinations.” The Cornerstone Companies results of operations are
included in the Corporation’s results beginning January 1, 2006 through December 31, 2006. Goodwill and
identifiable intangibles of $12.4 million and $3.9 million, respectively, were recorded in connection with the
acquisition. The amortization of the identifiable intangibles totaled 3448,000 for the year ended December 31,
2006,

On June 30, 2005, the Bank sold its former subsidiary, Cumberland Advisors, Inc., to David R. Kotok and
Associates, Inc. in a stock sale. The sale price was $2.0 million cash and resulted in a non-taxable gain of $287,000
recorded in the second quarter of 2005. Cumberland Advisors had assets of $1.8 million. Cumberland Advisors,
based in Vineland, New Jersey, is an SEC registered investment advisor specializing in fixed income money
management and equities with approximately $700 million in assets under management at June 30, 2005. It was
acquired by the Corporation on April 30, 2004 as part of its Millennium Bank acquisition. Based upon
management’s analysis of Cumberland Advisors’ results of operations and assets in comparison to the
Corporation’s, management determined the impact of the sale of Cumberland Advisors is immaterial, and therefore
the transaction is not presented as discontinued operations.
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Note 2—Acquisitions / Dispositions

On April 1, 2005, the Bank completed the sale of its McAdoco branch located in Schuylkill County, ‘
Pennsylvania with deposits of $13.9 miltion as well as certain loans and other assets of $5.8 million to The Legacy
Bank. In connection with the sale, the Bank paid net cash of $7.4 million and recorded a pre-tax proﬁt of $690,000
during the second quarter of 2005. '

On April 30, 2004, the Corporation completed its acquisition of Millennium Bank which was merged with
and'into the Bank. Millennium Bank was based in Malvern, Pennsylvania with four banking offices, specialiZing
in commermal lending and client relat:onshlp banking along with the wealth management unit, Cumberland
Advisors, Inc. Miilennium Bank’s results of operations are included in the Corporatlon 5 results beginning
Aprii 30, 2004 through December 31, 2006. h

The aggregate purchase price was $52.8 million in cash and stock which included $5.5 million in expenses
associated 'with the'acquisitioni. The Corporation acquired 100% of the outstanding shares of Millennium Bank.
This transaction was accounted for using the purchase method of accounting in accordance with SFAS No. 141,
“Business Combinations.” Goodwill of $32.5 million was recorded in connection with the acquisition of
Millennium Bank.” : ) :

f t - . . '

4

As of December 31, 2006 and 2003, the Bank did not need to maintain reserves (in the form of deposits with
the Federal Reserve Bank) to satisfy federal regulatory requirements.

1
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’ Note 4—lnvestment Securities T ) T R S
' The amomzed cost, unrealized gains and losses, and the estimated falr value of the Corporatlon s mvestment
securities avallable for sale and held to maturity are as follows: e T
T December 31, 2006
' ¥ wheoo ..+ Gross -+ Gross .
: ' o RN Amortized ~ Unrealized = Unrealized  Estimated, . -
Cer R T A T Co E e Cost i «Gains . i-nLossés Fair Value *,. ,
. s N ' . {Dotlars in thmlsands) -
Available for sale O
Obligations of other U.S. government agenmes ‘ Pt
andcorporations.. ..................un..n. p Lo 8122139 8 —  $(2,18)) 5119 956 -
Obligations of states and political subdivisions . . ." . 201,241 ' " 1,023 ! (62]) 201,643 " -
Mortgage-backed securities. . ................... 481,126 ° 388 (5407 476, 107 v
- Other securities. ................. . e ey ~ 55,999 163 (858). 55, 304, )
Total investment securltles available for sa]e. . .. . 8860,505  $1,574 $(9,069) $853,010 -
"+ Held to maturity .- - o i Y B SV L
v Obhgatlons of other U.S. govemment agenmes L R S ' . vt
e and corporations . . ... .7 e $.3856 0§ I -'$ (62 S 3,794
Obligations of states and polltlcal subdmsmns ..... 55,023 584 ~ (104) - 55,503
Total mvestment securities held to matunty ...... -$.58879 8 S84 .§ (166 S 59,297
v i - ) ! - T Lt i 1 S ST
v ) ; . : ' ’ . i - December 31, 2005
L 4 Gross Gross )
. Amortized Unrealized Unrealized “Estimated
Cost Gains Losses Fair Value
. (Dollars in thousands)
Avallable for sale .- ipoa S t
Obligations of other U'S. govemment agencnes T © I S
and COrPOrations . .. ... ..ove vt eeiininaenns. $161,371 $ 2 $(397N $157,396 .-
Obhgatlons of states and political subdms:ons ....... 175,246 278 (1,679) 173,845 .
Mortgage-backed secuntles ............ R 475,26_1 ' 245 (7.938) -.-467,568 -
* Other securities........:".. SRR PR SR + 43,491 . 56 {703y . 42,844~
Total 1nvestment securltles avallable for sale. . .. $855369 + $.581 $( 14,297) $841 653 { -
" Held to maturlty : . : N : T
~ Obligations of other U.S. govemment agencu:s » :
and'corporations . . ... .. . . e Dot 8 384300 8- 8 (45) 1§ 3,798
Obllgatlons ‘of states and political subd1v1snons L. 85712 w615 - (372 55,955 .
Total investment securities held to maturlty. el K $ 59 555 $615 '~ § '(417) 3 59; 753‘ !
, f o ow 4d !
', : ot ah Lwof} iy
‘ r 1 vl

57




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

i T e A

Note 4—Investment Securities (Continued) ) T SV TR N
The tables below indicate therength of time 1nd1v1dual securities have been-ina contmuous unreahzed loss
posmon at December 31, 2006 and 2005: T L SO S O VO A TR .
] : December 31, 2006
o, Less than 12 months 12 months or longer Total-
Description of “oe #of . Fair Unrealized #of ‘Fair Unrealized #ol - Fair Unrealized
Securities o _=* Securities . - Value Losses ~ Securities Value Losses Securities Value Losses
; T . . (Dollars in thousands)
Obligations of other ' ' g
U.S. government " T I . . e
agenciesand . . e ’ : . P
corporations. . . . .‘. L, 18 4025 .. 8,34 44 . $114,725 " $(2,211) , 45 $118,750 , $(2,245) .
Obligations of states.’; LT T ' ' D S
and political d"" ] o N o
subdivisions. . . : . . 66 33,542 (139 102 49,930 - (588) ' 168 " - 83,472 (725)
Mortgage-backed 't SR L T L L reae T g
~ securities....... o - 38 143,354 (688) 94 210,434 (47199  132,-.;.353,788- «. (5,407)
Other securities . . . .. . __8 11,452 (122) 6 . 19421 . (136) 14, 30873 (858)
Totals. . ....i...n.y 113 $192,373  $(981) 246 $394,510 $(8,254) 359 §586,883. $(9,235)
IR Tyt . R o B : A
R (":, L . : i December 31, 2005 . N . S
: e =~ 1« Less than 12 months * ~~~ 12 months or longer ] Total
Description of #of Fair Unrealized #of Fair Unrealized #of Fair Unrealized
Securities ‘Securities -Value Losses - Securities _ Value Losses Securities _ Value Losses
T . {Dollars in thousands) '
Obligations of other . oot .
U.S. government - v - oo e
agencies and et ) .
cotporations. . . . . .. 19 $52,713  $(1,232) ° 37 $104405 -$(2,790) 56 S157,118, '$ (4,022)
* Obligations of states, . ' ' RO ' S e
and political ' - o U ' - e IR
subdivisions. ....: ., * 252 -120,860 -+ (1,407 - 48 22,460 . (644} .- 300 143320 " 1 " (2,051)
‘Mortgage-backed  -' - . St . o B _
securities . ..... o 78 ¢ 259,830 (4332 55 137,899 (3,606) 133 -7-397,729 . (7,938)
Other sceurities . ... .. .6 152710, (149) 3 12417, . (555 9 -._ 17,688 (703)
Totals ."......... - ﬁ - $438,674  3(7,119) l43 $277,181  $(7,595) 498 $715,855 . 514,714

The unrealized losses associated with these securities that management has the ablllty and mtent to hold are
not considered to be other-than-temporary because the unrealized losses are related to changes in interest rates
and do not affect the expected cash flows of the underlying collateral or issuer, There were 246 individual -
securities in a contiiuous tnrealizéd loss position for twelve months or longer as of December 31, 2006.

Secufities with a carrying value of $617.4 million and $568.2 million at December 31, 2006 and 2005,
respectively, were pledged to secure public funds, customer trust funds, government deposits and repurchase
agreements.
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Note 4—Investment Securities (Continued) Lo,
: The amortized.cost and estimated.fair value of investment securities, at December 31, 2006, by contractual
maturities.are shown:in the following table. Actual maturities will differ from-contractual maturities because "

issuers and borrowers may have the nght to call or prepay obligations with or- without call or prepayment

penalties.. . Vo
. . \ L ' December 31,2006 o
_ ) Held o Maturity Available for Sale

: Estimated - - Estimated

A . Lo T . Amornzed Fair , ' Amortized - = Fair -
Cost Value Cost Value .

e ‘ ~(Dollars in thousands)

; Due inoneyedrerless,...... ... ......... L - $2843  $2924° $17.787 $17.694
| Due after one year through five years. . ......0...... =~ 43117  -43,513' 144,650 - 144,027
Due after five years throughten years .. ............ .= o=, 122272 121,147
| Due after ten years . . .. .. P e 12,919 12,860 62,074 .- 61,882
| . . o AR . 58,879 59,297, . 346,783 344,750
5 ' _Mortgage- backed securities. . . . . e o — — 481,126 .. 476,107
| b - Equity securities . .. ................ e — — . 32,59 32,153
| Totals. . ... . $58,879 $59,297 $860.505 $853,010

v

The components of net realized gains on sales of investment securities were as follows:

Lo - e o - 'Year Ended December 31,

. . e L 2006 2005 2004
: . ‘. o ' : t o (Dollars in thousands) .
" Gross realized gains . .. ;.\, .. L. PR oo 8 445 (35,812 T 87,642
Grossrealized losses . ... .. ... ... ... ... ... .., (1,119 (1,018) * (3,953)
Net realized (loss) gain on sales of investment securities-. . . . . e 8 (674) - 34,794 - $3,689

e - T . T
Note 5—Loans

Major classifications of loans are as follows:

December 31,

2006 2005
- v . (Dollars in thousands)
Real estate (mcludmg loans held for sate of $1,857 and $2,028) ........ $ B46,510 §$ 792,345
Commercial and industrial. | . ... ... . . 506,149 . 477,664
Consumer J0ans ... ... .. .. . e . 682,307 694,251
Lease financing:. . ... ... P s < 7,588 17,524
JTotal loans. ... e e 2,042,554 - - 1,981,784
Deferred costs, et .. ... ot 4,801 3,709
Allowance for loan losses . .............. e (21,154) {(19,865)
Net loans (including loans held forsale) ......................... $2,026,201 $1,965,628
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Note 5—Loans (Continued) . St

On December 31, 2006, nonaccrual loans were $15.2 million and loans 90 days or more past due and still
accruing interest were $2.4 miltion. On Decembér 31, 2005, nonaccrual loans were $7.5 million and loans
90 days or more past due and still accruing interest were $846,000. The'Bank’s policy for interest income
recognition on nonaccrual loans is to recognize mcome under the cash basis when the loans are both current and
the collateral on the loan is sufficient to cover the outstanding obligation to the Bank. The Bank will not
recognize income if these factors do not exist. During 2006, interest accrued on nonaccruing loans and not
recognized as interest income was $788,000 and interest patd on nonaccruing loans of $191,000 was recognized
as interest income. During 2005, interest accrued on nonaccruing loans and not recognized as interest income was
$310,000, and interest paid on nonaccruing loans of $250,000 was recognized as interest income. During 2004,
interest accrued on nonaccruing loans and not recognized as interest income was $238,000, and interest paid on
nenaceruing loans of $47,000 was recognized as interest income

The balance of impaired loans was $3.9 million at December 31, 2006 compared to $3.3 million at
December 31, 2005. At December 31, 2006 and 2003, impaired loans with specific loss allowances were $39
million and $3.3 million and the related allowance for loan losses were $678,000 and $675,000, respectively. The
average impaired loan balance was $3.2 million in 2006, compared to $1.5 million and $1.8 million in 2005 and
2004, respectively. The income recognized on impaired loans during 2006, 2005 and 2004 was $60,000, $33,000
and $2,000, respectively.” ) '

The Bank has no concentration of loans to individual borrowers which exceeded 10% of total loans at
December 31, 2006 and 2005, The Bank actively monitors the risk of loan concentration.

The Bank continued to pursue new lending opportunities while seeking to maintain a portfolio that is diverse
as to industry concentration, type and geographic distribution. The Bank’s geographic lending area is primarily
concentrated in Montgomery, Bucks, Carbon, Chester and Berks counties, but also includes Lehigh, Monroe and
Northampton counties. .

A}

At December 31, 2006 and 2005, loans serviced for others (residential mortgage loans) totaled
approximately $330.6 million and $328.3 million, respectively.

Loans to directors, executive officers and their associates are made in the ordinary course of business and on
substantially the same terms, including interest rates and collateral, as those prevailing at the time for comparable
transactions with others. Activity of these loans is as follows:

Year Ended December 31,

2006 2005 2004
’ * ' : ; : . (Dollars in thousands)
Balance, January' 1 ... . ... . $22,099 $22,863  $21,038
New Joans .. ... .. e e 66,666 75,230 70,711
Repayments and other reductions . .......................... (71,372) (75,994) (68,886)
Balance, December 31 . ... ... 0 i $17,393 322,099 $22,863
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| . . -~ P

Note 6—Allowance for Loan Losses : L L

+

The table below summarizes the changes in the allowance for loan losses: ™ = -

! S N Cd P

’ Year Ended December 31,
' © 2006 2065 2004

N T ) Co. ] (Dollars in thousands)
Balance begmmng of year..... PR e $19.865 318455 §16,753
Prov151on for loan B0SSES ©o e 4,200 3,401 2,555
Resérve from Millennium Bank acqunsmon .................... — — 1,677
Loanscharged off. .7 ... ... . . i 3,711 1(3,047) - (3,539
A Recoveries........ P - 800 - 1,056 1,004
* Balance,endofyear. "o ... o $21,154 $19.865 $18,455

 Note 7—Premises and Equipment o - : S

i

ot f ! - . f i . !

Premises and equipment consist of the following:
. . . ¥ o a0

LA e e v s : ' Estimated ! ‘De:c‘embe'rl’ul; o
- Daeaa ’ S s Useful Lives * -+ 2006 s- 20058
e A SR C AT ] Lo - . .x (Dollars in thousandsy -, .+,
Land...... e e os.. - Indefinite. § 4,446 $.4,797.
Bulldmgs ................................ e 15-39 years 31,963 26,503
| * Furniture, fixtures and equipment .. £, .00 5 o o0 8 3-7years - 35958 ‘32,853
Total CoSt. . oo oo S v T Lt 72,367 64,1537 ¢
Less accumulated depreciation and amottization. ............ ) (38,582 (36,583) _
Premises and equipment,net.......... ... $33,785 §27,570 "
' : i 1 LA 4 . _'\ I:. P " t rl..lfd - .

e s
Depreciation expense for the years ended December 31, 2006, 2005, and 2004 was $3.3 mllll()n
$3.4 million and $3.4 mllllqn_ rlesp'ectlve‘ly ) . . . . -

T a oo R L O |

Note 8—Goodwill and Other Intangibles

Goodwill and identifiable intangibles were $44.0 million and $4.7 million, respectively at December 31,
2006, and $31.6 million and $1.4 million, respectively at December 31, 2005. Effective January 1, 2006, the
Corporanon completed the acquisition of the Cornerstone Compames Goodwill of $12.4 million (mcludmg a
$1.0 million eam-out payment for meeting minimum operatmg results during 2006) and customer relationship
intangibles of $3 9 million (with a weighted average amortization period of nine years) were recorded and
allocated to the Wealth Management segment related to the acqmsmon At December 31, 2006, the remaining
maximum eam-out payout is $6.0 million through 2010. The remaining goodwill balance relates to the
acquisition-of* Millennium Bank (including Cumberland Advisors, Inc.) during 2004 in which $32.5 million of
goodwill was recorded and allocated to the Community Banking segment. During 2005, the Corporation sold
Cumberland Advisors, Inc. including the write-off of $996,000 of goodwill.

Management performed its annual review of goodwill at June 30, 2006 in accordance with SFAS No. 142
and determined there was no impairment of goodwill and other identifiable intangible assets.
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Note 8—Goodwill and Other Intangibles (Continued)

The gross carrying value and accumulated amortization related to core deposit intangibles and other
identifiable intangibles at December 31, 2006 and 2005 are presented below: .

December 31,

2006 2005
Gross +  Gross
Carrying  Accumulated Carrying Accumulated
Amount Amortization _ Amount Amortization
{Dollars in thousands) '

Core depositintangibles. . .. ...................... $1,929 $ 733 $1,929 , $487
Other identifiable intangibles. . ............... .. .. 3,913 448 — . —
Total ... $5,842 $1,181 31,929 ‘ $487

The remaining weighted average amortization period of core deposit and other identifiable intangibles’was
approximately eight years. The amortization of core deposit intangibles allocated to the Community Banking
segment were $246,000 $246,000 and $171,000 for the years ended December 31, 2006, 2005 and 2004,
respectively. Amortization of identifiable intangibies related to the Wealth Management segment totaled
$448,000 for the year ended December 31, 2006. The Corporation estimates that aggregate amortization expense
for core deposit and other identifiable intangibles will be $679,000, $671,000, $671,000, $671,000 and $558 000
for 2007, 2008, 2009, 2010 and 2011, respectively.

Mortgage servicing rights of $2.6 million at December 31, 2006 and 2005 are included on the Corporatton s
balance sheet in other intangible assets.

Note 9—-Dep051ts

’
.

Time deposits with balances of $100,000 or more were $302.0 million and $2 18.1 mllhon at December 31,
2006 and 2005, respectively. -

At December 31, 2006, scheduled maturities of certificates of deposit are as follows:

" Amount
’ (Dollars in thousands)
2007, ..t e JUTOUISR R SN S '$585,203
2008...... S, o PP L | 100,680
2009....... e U DU e ' 68,335
2010........... PR SRR I L i 73,750
20010, e DRI o 24,509
Thereafter . ... ... '._. ...... L e ", - 95
Total .o e T ' §852,572°
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Note 10—Borrowings
Federal Funds Lines of Credit with Correspondent Banks

Total federal funds lines of credit with correspondent banks at December 31, 2006 were $195.0 million all
of which is unused. These lines of credit are available for overnight funds and the rate is based on the
correspondent bank’s quoted rate at the time of the transaction.

Federal Home Loan Bank Advances I .

Federal Home Loan Bank (FHLB) advances at December 31, 2006 totaled $239.8 million, all of which were
long-term with a weighted average interest rate of 4.32%. FHLB advances at December 31,:2005 totaled $297.8
million, all 6f which were long-term with a weighted average interest rate "of 4.25%. The advances are
collateralized by FHLB stock and certain first mortgagc loans and mortgage—backed securities, Advances are
made pursuant to several different credit programs offered from time to time by the FHLB. Unused lines of credit
with the FHLB were §181.7 million at December 31, 2006 and $273.1 million at December 31, 2005,

At December 31, 2006, scheduled maturities of long-term borrowings with the FHLB are as follows:

. Weighted
Balance Average Rate
(Dollars in thousands)

..... e el 855,000 4.08%

[ .
[
o
~1

2008."...... L e U : ~45,000 4.98%
2009, . AP 40,750 4.13%.
2000, ... i BRSSO S 14,000 4.34% °
2000, e L. 30,000 4.84%
Thereafter ............ e e eeeeeeeae.o... 55,000 3.86%

TTO@L ot v e e . . $239,750 4.32%

Trust Preferred Seczrnnes .

e

On September 28, 2005 HNC Statutory Trust [1I (Trust It1), a newly formed Delaware statutory ‘trust
subsidiary of the Corporation,.issued $25.0 million of fixed/floating rate trust preferred securities which represent
undivided beneficial interests in the assets of Trust I Trust 11 issued mandatory redeemable preferred stock to
investors and loaned the proceeds to the Corporatron for general corporate purposes. Trust III holds, as its sole
asset, a subordinated debenture in the amount of $25.8 million issued by the Corporation on September 28, 2003,
Trust 111 qualtﬁes as a variable interest entity under FASB, Interpretatton 46, “Consolidation of Variable Interest
Entities,” as rev1sed (FlN 46R). The trust preferred securities require quarterly distributions by Trust i1 to the
holders of the-trust preferred securities at a fixed rate equal to 5.67% through November 201 0 and then will be
payable at a:variable interest rate equal to the three- month London Interbank Offered Rate (L]BOR) plus 1.40%
per annum. The trust preferred securities must, be redeemed upon maturrty of the subordinate debentures on
November.23, 2035. ‘The Corporation may redeem the debentures prior to, their stated maturity upon the
occurrence of spec1ﬁed special events or at the specrf' fed optional redemptton dates. The Corporation may redeem

] .
. [

r
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Note 10—Borrowings (Continued) - : i

the debentures, in whole but not in part, at any time, within 90 days.following the occurrence and continuation of

a tax event, an investment company event or a capltal treatment event as set forth in the indentures relatm&, to the :
trust preferred securities and in each case subject to regulatory approval if requiréd. The Corporatlon also may ;
redeem the debenrures in whole'or in part, at the stated optional redemption date of November 23, 2010, and
quarterly thereafter, subject to regulatory approval if required. The special and optional redemption price is equal
to 100% of the principal amount of the debentures being redeemed plus accrued and unpald interest on the _ ;
debentures 10 the redemption date. ‘

" On March 25, 2004, HNC Statutory Trust II (Trust I1), a Delaware statutory trust subsrdlary of the _
Corporation, issued $20.0 million of floating rate (three- month LIBOR plus a margin of 2.70%) trust preferred . |
securities, which represent undivided beneficial interests in the assets of Trust 11 Trust Ul issued mandatory "' !
redeemable preferred stock to investors and'loaned the proceeds to the Corporatlon Trust I holds asits sole’
asset, a subcrdinated debenture i in the amount of $20:6 million’ issued by the Corporatlon on March 25, 2004,
Trust I1 quallﬁes as a vafiable interest entity under FIN'46R. The trust preferred securities must be redeemed
upon maturity of the subordinate debentures on April-6; 2034 The Corporation may redeem the dcbentures prior
to their stated maturity upon the occurrence of specified special events or at the specified optional redemption
dates. The Corporation may redeem the debentures, in whole or in part, at any time, within 90 days following the
occurrence and continuatiori of a tax event, an investment company event or a capital treatment event as set forth
in the mdentures relating to the trust preferred securities and in each case subject to regulatory approval if
required. The Corporauon also may redeem the debentures, in whole or in part, at the stated optional redemption :
date of Apnl 7, 2009 and quarterly thereafter, subject to regulatory approval if required. The special and optionat |
redemption price is equal to 100% of the principal amount of the debentures bemg redeemed plus accrued and
unpaid interest on the debentures to the redemption date,

On February 22, 2001, the Corporauon issued $5.0 million of 10. 2% junior subordmate deferrable interest
debentures (the debentures) to Harleysville Statutory Trust [ (Trust.I), a Connecticut business trust, in which the
Corporation owns all of the common equity. Trust I issued mandatorily redeemabte preferred stock to investors
and loaned the proceeds to the Corporation. Trust I qualifies as a variable interest entity under FIN 46R. The trust
preferred secuntres must be redeemed upon maturity of the subordmale debentures on February 22,2031 The
Corporation may rédeem the debentures prior to their stated matunty upon the occurréhce of specified specral
events or at the specrf' ied optional redemption dates. The Corporanon may redeém the debéntures, m whole but
not in part, at any time; within 90 days fol]owmg the occurrence and Continuiation of a tax évent, an investment
company event or a capital treatment event a$ set forth in the indentures relating to the trust preferred secuntles
and in each case subject to regulatory approval if required. If the special- redemptlon date'is before’ February 22,
2011, the spemal redemiption'price is the greater of (i) 100% of the principal amount of the debentures, plus _
accrued ‘and unpatd interest on thé debentures to the special redémption date; or (i) as determined by a quotation
agent, the sum of (a) the present value ofthe priricipal amount of the debenturés at 105.10% of thé principal "
amount and the present value of interest payable from the special redemptlon dateto February’ 22 201 1, each
discounted to'the- spec1a] redemption date on'a semi-anniual- basis, plus (b} acciued and unpald mterest on the
debentures to the special redemption date. If the special redemption ddte is on February 22, 2011, the redemption
price is 105.10% of the principal amouif, and declinés annually to 100.00% on February 22, 2021 and thereafter,
plus accrued and unpaid interest on the debentures to the redemption date. The Corporation also may redeem the
debt securities, in whole or in part, at the stated optional redemption date of February 22, 2011 and semi-annually

T
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Note l[]--Borrnwmgs (Contmued)

thereafter, subject to regulatory approval if requ1red The redemption pnce on February 22, 2011 is equal to
105.10% of the principal amount, and declines annually to 100.00% on February 22, 2021 and thereafier, plus .
accrued and unpaid interest on the debentures to the redemption date.

The Corpofation s obligations under the debentures and related documents, taken together, constitute a full
and unconditional guarantee by the Corporatlon of Trust I's, Trust II's and Trust I1I’s obhganons under the trust
preferred securities. - -

In March 20035, the Federal Reserve Board adopted a final rule that allows the continued limited inclusion of
outstanding and prospective issuances of trust preferred securities in Tier 1 capital of bank holdmg companies.
Under the final rule, trust preferred securities and other restricted core capital elements will be subject.to stricter
quanntatlve limits. The Board’s final rule limits restricted core capital elements to 25% of all core capital
elements, net of goodwill, less-any associated deferred tax liability. Amounts of restricted core capital elements in
excess of these limits generaily may be included in Tier 2 capital. The final rule provides a five-year transition
period ending March 31, 2009, for application of the quantitative limits. In addition, the requlrement for, trust
preferred securities to mclude a call option has been eliminated, and standards for the Junior subordmated clebt
underlying trust preferred securities eligible for Tier 1 capital treatment have been clarified. Management Thas
evaluated the effects of the rule and does not anticipate a material impact on its capltal ratios upon
1mplementat10n

Note 11—Income Taxes

The components of income tax expense.were as follows:

. Year Ended December 31,
2006 2005 2004
(Dollars in thousands)

Current income tax expense:- . ‘
Federal. .. ... . i $13,221 $17.814  $16,029

SHALE. . e et et e e e R ) 162 19, i17

Total current income tax expense e 13,383 17,933 16,146

Deferred federal income tax. ... ... ... .. ...... e 693 (5,530 _ (3,580)
Total income tax expense .... ... ... e P $14,076 $12,403. $12,566

The effective income tax rates of 26.3% for 2006, 24.2% for 2005 and 24.6%:for 2004 were less than the
« applicable federal income tax rate of 35% for each year. The reason for these differences follows: = + .:

eatt Iy e ’

s . Year Ended December 31,
. 2006 2005 2004

‘ ) : ; - {Dollars in thousands)
Expected income tax expense™. . ....... e T, 818,779 S$18,008 $ 17 972
Tax-exempt mcome net of mterest dlsallowance ................ o 4,740) - *(5.078) (5,365)
Other ..................0. i AT S 37 201 (41
. Tax benefit from sale of Cumberland Advisors, Inc.. .:....... S e — (326), —
Actual income tax expense ........... e e e e $14,076 . $12,403  §$12,566

-~ . L -ty . '
L) . . K DR ' Do FELEE w
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Note 1 1-—Income Taxes (Continued) - ST S

The tax effect of temporary dlfferences that glve rise to mgmﬂcant portlons ‘of deferred tax assets and

liabilities'are as follows: : o _ ey -

2006 2005

' v e L  Asset “Liability ~__Asset ' Liability
; o ‘ . e , . (Dollarsin thousands) -, -
Allowance for loan losses ......................... $ 7,404 $ — %6768 $ —
Lease 888818, . Lottt — 3,692 — 3,895
* Deferredloan fees. .. .. ... L T L — v 2637 2214
* Deferred compensation ... ... ... ... LS 196 — ' 2, 798 ‘ —
Pension ........0..7n 1 oo ol soaliin R (7 106
Stock-based compenisation expense .........t. 1o T 34 — R —
Mortgage servicing rights - . . .. ot IRFEREITRSRRR N — 917 T - 279
"Depreciation [0 L = " 288 — ' 690
Net operating loss carryforward . /.o .o ‘208 . T — 701 =
“Unrealized gain on investment securities’. ............ 2623 ' — 4,801 —
Net unrealizéed gain on derlvatwe used for cash flow o oo .
hedge... ... .........0..! Ml Lro T = T 164 — 160
Unrealized loss on pension llablllty ................. 826 — — R
Purchase accounting adjustments ................... — 561 — 261
Other ..........coovvivinnn. O — 989 — 873
Total deferred taxes .................... ... AP $13,891 $9,350 315,068  $8.478

As a result of the adoption of SFAS No. 158 at December 31, 2006, the Corporation recorded a deferred tax
asset of $826,000 related to the recognition of the underfunded amount and the transition asset for its defined
benefit pension plan. See Note 1 — Summary of Significant Accounting Pronouncements, Recest Accounting
Pronouncements and Note 12 —Pension Plans for additional information.

The'exermse of stock options which have been granted under the Corporation’s various stock option plans
gives rise to compensatlon which is includible in the taxable income of the applicable employees and deducnble
by the Corporation for income tax purposes. At January 1, 2006, the Corporation began recognizing
compensation expense for stock options with the adoptlon of SFAS 123(R) under the modified prospective
application method of transition. Prior to this date, compensation resulting from increases in the fair market value
of the Corporation’s common stock subsequent to the date of grant of the applicable exercised stock options was
not recognized, in.accordance with APB Opinion No. 25, as-an expense for financial accounting purposes. The-
Corporation may receive a tax deduction for applicable exercised options in a later period than the period in
which the compensation cost:is recognized in which a deferred tax asset is recognized for the deductible
temporary differer‘lcp'based on the compensation cost recognized. If the deduction ultimately reported on the
Corporation's tax return exceeds compensation cost recognized for financial reporting, the resulting tax benefit
that exceeds the deferred tax asset for the award is recognized directly to additional paid in capital. The amounts
recorded in paid in capital for 2006 and 2005 were $1. 3 million and $1. | mlll]Dn respectively.

As a result of the acquisition of Millennium Bank during 2004, the Corporation had net operating loss carry
forwards of approximately $4.5 million. As of December-31, 2006, $593,000 of these net operating losses remain
and are scheduled to expire 2020 through 2024. The recognition of the net operating loss carry forward is subject
to an annual limitation; however the Corporation expects to fully utilize the remaining carry forward.
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Note 11—Income Taxes (Continued) S gy » Sl

The Corporation acquired Cumberland Advisors as part of the Millennium Bank acquisition. Cumberland
Advisors, was subsequently sold in 2005. This sale generated a tax loss as a result of the tax basis exceeding the
book basis-of the net assets acquired. A tax benefit of approximately $326,000 was recorded in 2005 associated
with this sale. As of December 31, 2006, additional tax benefits of $221, OOO remain from this sale and are SUbJCCt
to certain Ilmltatlons and will be utillzed through 2016. . TR B

Note 12—-Pension Plans
Defi ned Benef it Pensron Plan

The Corpordtlon has a non-contributory defined benefit pension plan covering substantially all employees
The plani’s benefits are based on years of service and the employee’s average compensauon dunng any ﬁve
consecutive years wnhm the ten-year period preceding retirement.

In accordance w1th the 1mplementat10n of SFAS Nao. 158 effective at the end of the f' sca] year 2006 the
Corporauon recognized a liability for the underfunded status of its defined benefit pensmn plan.in its statement of
financial position and recognized as a component of accumulated other comprehensive income, net of tax the net
toss and transition; asset that had not been included in the net periodic beneﬁt cost of its pension plan, Prior to
2006, accoummg standards required only disclosure of the funded status and unrecogmzed net, Iosses and
transmon assets of the plan in the notes to the financial statcments

The féllowing table illustrates the incremental effect of adoptmg SFAS No. 158 at December 31, 2006, on
. the Corporatmn s statement of financial position: DL T e !

Incremental Effect of Applying SFAS No, 158
. L on Individual Lines Items in the Balance Sheet
a December 31, 2006

T e T T Before, I <After
' Apphcatlon of ° ‘Application of
SFAS No. 158 Adjustments  SFAS No. 158'
S : L . {Dollars in thousands)

Other assets!,) ... ...ovuuinn, e $ 24349 ' $ 826, 8 25175
Total assets . .. ; e e oo3.249002 . ... 826 3,249 828
Other liabilities!™ ... ... o . 15,008 - 2361 17 369
Total liabilities . .. ...........cooiii i, R L 2,952,716. 02,361 7 2,955,077
Accumulated other comprehensive loss ... .. T (4,568 ' (1, 535) -(6,103)
Total shareholders’ eqmly ............................ L 296 286 (1, 535) ' 294'751'

W -
PR i r. I oo

(1) Includes recognmon of dcferred tax asset in othcr assets and liability for pensmn beneﬁts in other llabllmes
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Note 12——Pension Plans (Continued) S e
- The plan’s funded status for the years ended December 31, 2006 and 2005 follow: _
o 5 : . ' o 2006 - 2005
- . "‘» T v . L. (Doliars in thousands)
l-Change in benefit obligation: « . "ot L ST : b :
Benefit obligation at beginning of year .............. DI RPN AV $11,052 $10,921:
Service cost........ e e e e . 1,041 = 1,052
Interestcost. .. .......... e e . 654 642
Actualloss....... ..., e e 9% ¢ 308
Beneﬁtspald....I..*_...................._..._ ........ e [N seeee 962y (1,871
" Benefits obhgatlun at end of year . T . DU eeai.. 811,586  $11,052
Change in plan assets: ' o L ' o L o1 ) )
Fair value of plan assets at beginning ofyear. e T $8584 384069
Actual return on plan assets. . .............. e SRR SN 03 - 486
Employercontnbutlon.‘....'-....'.-..'........:..1 ...... O oo L2500 1,500
. Beneﬁtspald.......'.‘..'."..."..’....‘ ...... DU e e (962) (1,87
Fair value ofplan assets at end ofyear. e e e A S, ’ $9.575 $8,584 L
Funded status at end of year.. ... .. ... 00 e L TSQAID $(2,468)
Unrecognized transition asset I o e ' " (85)
« Unrecoghized net loss S s e s L. 2,860 -
Prepaid benefit cost recognized oy e . $ 307
I T o 2006
I £ '

.,Amounts recognized in accumulated other comprehenswe loss (net of tax)
- .-consist of: ‘ '

Net actuariat loss .. ....%! .. ... i PO T $1,579
Transition asset’ ......... L. e s 44
‘Total amount recogmzed, net of tax ............ e R $1,535 '

The accumulated benefit oblrgatlon for the deﬁned benefit pension plan was $8.9 m]lhon and $8 1 mllhon at
December 31, 2006. and December 31, 2005 respectlvely

Informatlon for the Corporation’s defined benefit pensmn plan with an accumu]ated benefit obllgatlon in.

excess ofiplan assets’ fo]lows . R . ST
. Year Ended
December 31,
2006 20035
R o (Dollars in thousands)
Projected benefit obligation. ............... ... ... ... e : $11,586  $11,052
Accumulated benefit obligation. .. .......... ... ..o ool 8.865 8,139
Fairvahieof planassets........... ... .o i i - 9,575 8,584
Year Ended
Weighted-average assumptions used to determine’ ) December 31,
pension plan obligations as of December 31, . o 2006 2005 2004
Discountrate. ............. A - 6.00% 6.0006 6.00%
Rate of compensation increase ... ......... ... .. . 4.00% 4.00% 4.00%

Lt e




comprehensive loss into net penodlc pension cost during 2007 is $49,000.
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Note 12 — Pension Plans (Continued) ' D v o
' e v Year E-nded
Weighted-average assumptions used to determine st Lo , December 31,
Pension plan net periodic benefit cost as of December 31, . E | - 2006 2005 2004
DS COUNE Tl . . ... et e e e 6.00% 6.00% 6.00%
Expected retum on plan assels. . .. .....oovt it i 6.00% 6.00%% 6.50%
Rate of compensation inCIEase ... ...\ttt iii e inenn, 4.00% 4.00% 4.008%
i Year Ended
R - . . .. December 31,
Components of net periodic defined benefit expense ) ’ ; 2006 2005 2004
ot ) . o o "(Dollars in thousands)
Service CoSt. . ..vvvreenan e, e el 81,0417 81,052 8873
Imterest COSt. . ..o e 654 642 564
Expected returnonplanassets. ............................. LIt (B8 (524) (47D)
Amortization of prior service cost. . ....... ...l e . — = (105
-Amortization of unrecognized net actuarial losses. . .......... PO 118 92 79

‘Net periodic benefitexpense. . ................. e $1,262 $1262  $934

The estimated net actuarial loss for the defined benefit plan that will be amortized from accumulated other

.

The pension plan assets are invested in a growth and income strategy with a target asset allocation of 60% eqmty
and 40% fixed income securities. The allocation range for equities is between 55 to 65% and between 35 to 45% for
fixed income. Long-term rate of return assumptions of the various asset classes are based primarily on empirical long-
term historical return data, adjusted for near-term expectations. To make the return expectations more conservative,
our near-term expectations are for 8.0% equity and 4.5% fixed income returns for the next 10 years. The expected
2007 employer contribution to the pension plan is $1.3 million.’

As of December 31, 2006 and 2005, Harleysville National Corporation’s Pension Plan had an mvestment in the
Corporation’s stock with'a market value of $175,000 and $165,000, respectively.

The Corporation’s pension plan weighted-average asset allocations by asset category are as follows:

Percentagé of
Plan Assets at

. December 31,

2006 2005
Asset Category . : : ’ :
Equity securities . . ... oot i T 89.7%  65.6%
Dbt SECUMIMIES. . . . .ottt e e e et : 331% 32.5%
Other ... e e : 7.2% 1.9%

|

Total .......... e e U . 100.,0% 100.0%

Supplemental Benefit Plans

The Corporation maintains a Supplemental Executive Retirement Plan for certain officers and key employees.
The plan provides for payment to the covered employee of an annual supplemental retirement benefit up to 50% of
their average annual compensation upon retirement, thereafter offset by the employer’s share of social security,
defined benefit pension and available employer’s 401(k) matching contribution. There is a lifetime payout in
retirement benefits with a minimurm payout of 10 years. There is a pre-retirement death benefit, payable for
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Note 12—Pension Plans (Continued) ' ' e Coae

10 years, of 100% of the average annual compensation for the first year, and up to 50% of the average annual
compensation for the next 9 years. The Corporation’s liability under these agreements is being accrued over the
participants’ remaining service period. The accrued benefit obligation as of December 31, 2006 and- 2005 was
$5.4 mlll:on and $5. 5 million, respectively. T o

v

Defined Contribution P!an - .

The Corporation maintains a 401(k} defined contribution retirement savings plan which allows employees to
contribute a portion of their compensation on a pre-tax and/or after-tax basis in accordance with specified gu1del1nes.
The Corporation matches 50% of pre-tax employee contributions up to a maximum of 3% Contributions charged to
earnings were $628, 000, $569, 000 and $514,000 for 2006, 2005 and 2004, respectively. ' .

Note 13—Stock Repurchase Program and Stock Dividend . . -

The Corporation has a stock repurchase program that permits the repurchase of up to five percent of its
outstanding common stock. The repurchased shares will be used for general corporate purposes. On December 14,
2000, the Board of Directors authorized a program to purchase up to 1,377,023 shares (restated for stock dividends
and splits), or 3%, of its outstanding common stock. This repurchase plan was completed during the second quarter of
2005, On May 12, 2005, the Board of Directors authorized a plan to purchase up to 1,416,712 shares (restated for five
percent stock dividend paid on September 15, 2006 and September 15, 2005) or 4.9%, of its outstanding common:
stock. As of December 31, 2006, the maximum number of shares that may yet be purchased under the planis
872,761,

On September 15, 20006, the Corporatmn pald a ﬁve percem stock dividend on its commen stock to sharcholders
of record as of September !, 2006. : .

On September 15, 2005 the Corporation paid a five'percent stock dlwdcnd on its common stock to shareholders
of record as of September 1, 2005.

On September 13, 2004, the Corporatlon pald a five percent stock d1v1dend on its common stock to shareholders
of record as of August 30, 2004.

All prior period amdunts in the consolidated financial statements and footnotes have been restated to reflect
these stock dividends.

Note 14—Stock-Based Compensation

The Corporation has four shareholder approved fixed stock option plans that allow the Corporation to grant
options up to an aggregate of 3,797,861 shares of common stock to key employees and directors. At December 31,
2006, 2,516,882 stock options had been granted under the stock option plans. The options have a term of ten years
when issued and typically vest over a five-year period. The exercise price of each option is the market price of the
Corporation’s stock an the date of grant. Additionally, at December 31, 2006, the Corporation has an additional
328,327 granted stock options as a result of the Millennium Bank acquisition. The options havc a term of ten years
and are exercisable at prices ranging from $9.25 to $13.81.

At January 1, 2006, the Corporation began recognizing compensation expense for stock options with the -
adoption of SFAS 123(R) under themodified prospective application method of transition. Prior to January 1, 2006,
the Corporation followed SFAS 123 and APB 25 with pro forma disclosures of net income and eamings per share, as
if the fair value-based method of accounting defined in SFAS 123 has been applied. Effective January 1, 2006, the
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Note 14—Stock-Based Compensation (Continued) . : : SN

Corporation recognizes compensation expense for the portion of outstanding awards at January 1, 2006 for which the
requisite service has not.yet been rendered, based-on the grant-date fair value of those awards calculated under SFAS
123 for pro forma disclosures. For new grants awarded on or after January 1, 2006, the Corporation has chosen to
continue the use of the Black-Scholes option-pricing model (as used under SFAS 123) to estimate the fair value of

each option on the date of grant. See Note 1 — Summary of Significant Accounting Policies for additional information.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing
model with the following weighted-average assumptions based on historical data used for grants in 2006,.2005 and
2004, respectively: weighted-average dividend yield of 3.52%, 3.27% and 2.83%; weighted-average - expected

volatility of 32.19%, 31.15% and 29.38%, weighted average risk-free interest rate of 4.64% (4.42% to.5.08%), 4.41%

(3.79% to 4.57%) and 4.06% and a weighted-average expected life of 7.28 years, 7.15 years and 7.06 years, Expected
volatility is based on the historical volatility of the Corporation’s stock over the expected life of the grant. ‘The risk-
free rate for periods within the expected life of the option is based on the U.S. Treasury strip rate in effect at the tlme
of the grant. The life of the option is based on historical factors which include the contractual term, vesting period,
exercise behavior and employee terminations. In accordance with SFAS 123(R), stock based: compensatlon expense
for the year ended December 31, 2006 is based on awards that are ultlmately expected to vest and therefore has been
reduced for estimated forfeltures The Corporation estimates forfeitures using historical data based upon the groups

identified by management. Prior to January 1, 2006, under SFAS 123, forfeitures were;accounted for as they occurred.

As-a result of adopting SFAS 123(R) on January. 1, 2006, the Corporation’s income before income taxes and net-

income were lower than if it had continued to account for share-based compensation under APB 25 by $440,000 and .

$407,000, respectively, for the year ended December 31, 2006, Basic and diluted eamihgs per share were lower by,
$.Ql for the year ended December 31, 2006 asa result of the adoption of SFAS 123(R). . '

The following table 1I]ustrates the effect on net income and eammgs per sharé if tHe Corporatlon had apphed the
fair value recognition provisions of SFAS 123(R) to stock-based employeé compensation for the years ended -
December 31, 2005 dnd December 31, 2004 (all per share information has been adjusted retroactlvely for the effect of *
stock leldends) See Note 15, “Earnings Per Share;” for calculation of earnings per share. '

. LIRS . .o R Vo . .
. Year ended December 31,
2005 " ¢ 2004
B . o L ' ' . Y. " (Dollars in thousands,
_except per share information)

Netincome : 4 ..

Asreported .. ...l L. $38.828 . $38,567 .
Stock—based compensauon expense included i in reported net ‘ " - o
income, net of related tax effects . = =
Stock-based compensation expense determined under fair value
based method for all awards, net of related tax effects .. ... .. {602) (1,148)
Proforma ... . ... .. .. . $38,226 $37,419
Earnings per share (Basic)
Asteported .. ... . $ 134 $ 135
Proforma ... .. ... e T§ 132 $ 1.31
Earnings per share (Diluted) ) .
Asreported . ... e e £ 132 3 131
Proforma ... ... .. .. . . . e $ 130 $ 1.27
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Note 14—Stock-Based Compensation (Continued) L

" The Corporation has the following shareholder approved fixed stock option plans that are maintained to advance
the development, growth and financial condition of the Corporation as described below, In connection with the
acquisition of Millennium Bank in 2004, the Corporation assumed all obligations under the Millennium Bank Stock
Compensatton Program. Al share information has been adjusted to reflect stock dividends. For additional information
on the aceountmg for share-based compensation plans, see Note 1, “Significant Accountmg Policies—Stock-Based
Compensation.”

1998 Independent Directors Stock Option Plan:  This'plan provides that shares of the Corporation’s stock be
issued to non-employee directors. During 2006, thére were 6,000 shares granted under the plan. As of December 31,
2006, a total of 47,098 shares remained ava1lable for grant under the plan. At December 31, 2006, there were 266,829
optlons outstandmg under the plan.

I 993 Stock, Incemzve Plan: This plan prov1des that shares of the Corporatlon s commeon stock be issued to
certain employees of the Corporation and the Bank. Awards can be made in the form of incentive stock options, non-
qualified stock options, stock appreciation rights or restricted stock. No stock options remain available for grant under
the 1993 Stock Incentive Plan. At December 31, 2006 there were 21,081 options outstanding under the plan.

1998 Stock Incentive Plan:  This plan prov1des that shares of the Corporation’s common stock be issued to
certain employees of the Corporation and the Bank. Awards can be made in the form of incentive stock options, non-
quallﬁed stock options, stock appreciation rights or restricted stock. As of December 31, 2006, a total of 80,770 stock
options remained available for grant under the plan. During 2006, no stock options were granted At December 31,
2006, there were 849,884 options outstanding under the plan. .

2004 Omnibus Stock Incentive:  This plan provides that shares of the Corporatlon s common stock be issued to
certain employees and/or directors of the Corporation and the Bank. Awards can be made in the form of incentive
stock options, non-qualified stock optlons 'stock appreciation rights or restricted stock. Durmg 2006, there were,
12,900 shares granted under the plan As of December, 31, 2006, stock options of 1,144,725 remam avatlable for
grant. At December 31, 2006, there were 12,900 options outstanding under the plan. T . .

Millennium Stock Compensation Progmm Converted to Harleysville Stock Options:  In connection with the
acquisition of Millennium Bank in 2004, the Corporation assumed all obligations under the Millennium Bank Stock
Compensation Program. The changé i in control accelerated the vesting of all outstanding stock options to 100%. Upon
consummation of the merger, outstanding stock options were converted according to pro-ration parameters cutlined in
the merger agreement. Stock options totaling 328,327 were assumed on the effective date of the merger. In
.conjunction with the sale of Cumberland Advisors, Inc. which took place in the second quarter of 2005,'36,209 non-
qualified performance based stock options were caricelled. A total of 6, 789 stock options remain outstanding under
the program at December 31, 2006. No further stock options may be granted under the program.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
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Note 14—Stock-Based Compensation (Continued) L Ce

A summary of option activity under the Corporation’s stock option plans as of December 31, 2006 and changes
during the year then ended is presented in the following 1able. The number of shares and welghled average share

-

Welghtcd-

} information have been adjusted to reflect stock dividends. - L

| ' Options - ‘ _' - o : Average me

| * : * Weighted- Remaining - = Agpregate

. Average Contractual Intrinsic Value -

Exercise Price Term (in thousands)

i . . Shares . . . .

‘ Qutstanding at January 1,2006 . ............ oo 1,650,387 $14.27 |
Granted ............. S " ...... - 18,900 18.60 ‘ o ]
Exercised. . ... ... ... . T (427,081) . 950 e
Forfeited (unvested) ............................ " (57.911) 22.72 ' ) ,
Cancelled (vested). ... ................. L. (26,811) 17.81 ’ ’ L
Outstanding at December 31, 2006, ... 1,157.484 ~  $15.60 540 86457

. Exercisable at December 31,2006 ... ............... 1,025,875 $1475 " 502 $6,457

The weighted-average grant-date fair value of options granted during the years ended December 31, 2006, 2005
and 2004 were $5.23, $5.83 and $6.78, respectively. The total intrinsic value of options exercised during the years
ended December 31, 2006, 2005 and 2004 were $4.6 million, $3.6 million and $6.5 million, respectively. Intrinsic

| value is measured using the fair market value price of the Corporation’s common stock less the applicable exercise

' price. _
A summary of the status of the Corporation’s nonvested shares as of December 31, 2006 is as follows:
| , Weighted-Averagé
Nonvested Shares : Shares Grant-Date Fair Value . " .
Nonvested at January 1, 2006 - 220,671 $6.24
Granted , 18,900 D523
Vested L (59,050) . edo
Fbrfeitesl (57.911) 6.28
Nonvestec-l at Decernber 31, 2006 131,610 $6.15 °

As of December 31, 2006, there was a toial of $734,000 of unrecognized compensation cost related to nonvested
awards under stock -option plans. This cost is expected to be recognized over a weighted-average period of 1.7 years.
The total fair value of shares vested during the years ended December 31, 2006, 2005 and 2004 were $360 000 311
million and $1.9 million, respectively. ‘
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e - Tenvn o .

Note 14—Stock-Based Compensation (Continued) T I S VST

. Prior to the adoption-of SFAS 123(R); the.Corporation presented all tax benefits of deductions resulting from the
exercise:of stock options as operating cash-flows in the statement of cash flows. Statement 123(R) requires the cash -
flows resulting from tax benefits resulting from tax deductions in excess of the compensation cost recognized for. i :
those options (excess tix benefits) to be classified as financing cash flows. The $948,000 excess tax benefit classified
as a financing cash. inflow would have been classified as an operating cash inflow if the company had not adopted

SFAS 123(R): DR R

T INNY )
e

(1 . LI i
In addition, the Corporation maintains the Harleysvrlle National Corporation Stock Bonus Plan to award
employees in recognition of exemplary service dunng each calendar year. The Corporatlon s Board of Directors
authorized the registration of 7‘0 354 shares of common stock for issuance under this plan in December 1996. The )
Stock Bonus Plan is administered by the Compensatlon Committée of the Corporation. The coinmittee annually
determines, in its sole discretion, the amount of shares the Corporation awards. The Corporation awarded 227 shares
during 2006. As, of December, 31,2006, a total of 23,043 shares rérnained availablé for awards under lhe plan

Note lS—Earmngs Per Share . ‘ o . ,
. ’ L . e R
The ealwlatrons of basic earnings per share and diluted earnings per share are presented below All werghted
average shares, actual shares and per share information in.the financial statements have been adjusted retroactively for
the effect of stock dividends and splrts See Note.1 of the consolrdated financial statements for a discussion on the « ;

calculation of carnings per § share. = -t . ..., L S
T [N T N - i e R ¢ ot
G R o A Year Erded December 31 '
. e (Dollars in thousands, except
T o e per share information) o
Basic earnings per share ‘
Net income available to common shareholders . . . . .. $§ 39415 $ 38,828 3 38,567
Weighted average ‘cofrimon shafes dutstanding . .. :2~+ . 28,946,847 28,891,412+ - 28,505,392
Basic earnings pershare. ............... ... 3 136 § 1.34 3 1.35
Diluted earnings per share o o v
Net income available to common shareholders ‘ . L
and assumed conversions. ............ ... ... L% 39415 3 38,828 $ 7 38,567
Weighted average common shares outstanding . ... ... . 28,946,847 28,891,412 28,505,392
Dilutive potential commoi shares{1),(2) ........... ' 406,281 598,804 960,221
Total diluted weighted average common shares . L .
outstanding . . ... ..o - 29,353,128 29,490,216 29,465,613
Diluted earnings pershare .. .................... ., § 134 3, 132 8 e 1.31

(1) lncludes meremental shares from assumed conversrons of stoek optlons R
2) Antrdrlutwe options have been excluded ifi the computatlon of diluted earnings per share because the optlons
* 'exertise prices were greater than the average.market price of the common stock. For 2006; 2005, and 2004, there

were 416,353, 372,471 and 329,764 antidilutive options at an average price.of $24.50, $25.65.and'$25.94 per .-
share, respectively.
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NOTES TO.CONSOLIDATED FINANCIAL STATEMENTS (Continued)
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Nete 16—Comprehensive lncome

The components of other comprehensive income (loss) are as follows:. . . . . iy

-

N [ I DI T S v vl - . o
ml ) e e e . L - ! . .Before Tax Benefit Net of
) For the vcar ended December 31, 2006 . tax nmount (Expense)’ tax amount
S ’ e e LA 1 s : : (Dollars in lhousnnds)
Net-unrealized gains on-available for sale securities: o '
Net unrealized holding gains arising during period. ... - 85,548 $(1,942) $3,606
Less reclassification adjustnient for net losses'realized in - . ‘
.- .r metincome......... R E T T O TR (674) © 236 . (438
Net unreahzed galns. .. Yy .' Ll ';':.:.' ..... ... 6222 (2,178) 4,044
" Defined benefit pension plan o T L o
- Netloss - (2,429 850" (1,579)
Transntlon ASSEL. . oy s et L 68  (24) 4
Deﬁned beneﬁt penswn plan et v creeeiee L. (236D 826  (1,535).
Change in fair value of denvattves used for cash flow T y .
hedges ... .o (141) 49 (92)
X Amomzauon of. unrealized loss on termination-of cash - - .
wflowhedge: .. e T e e . w1581 (53 © 98 -
. ‘Other comprehens\ve mcome net .'. B A A ‘83,871 - ${1,356) - $2,515 "
T N . o ’ ‘ | R T B B . ' ! ¢
S N e . Before  Tax Benefit " Net of
For.thé year ended Decémber 31, 2005 o vyt X tax amount - (Expense) tax amount
o (Dollars in thousands) ,
Net unreahzcd 0sses on available for sale secuntles . o “ o
Net unrealized holding losses arising durmg perlod S $(10,783) § 3,774 '$(7,009)
Less reclassification adjustment for net gains realized in .
. net mcome ......... P deerees e . 4,794 {1,678) 3,116
Net unrealized losses... ;... ..., L Ceeeenen, L (I53TT) 5452 (10,125)
Change i W fair value of derwatlves used for cash L . . .
flow hedges. . .......0........ e 5577 (195 . 362
Unrealized loss on termination of cash flow hedge .. .. .. (150 53 (98)
Other comprehenswe loss, net.”;, o Lot lisa $(15,170)  $ 5,310 $(9,861)
oot i N
) ) Before Tax Benefit Net of
' “Foi the year ended December 31 2004 "_' ' ©_'tax amount (Expense) _tax amount
R T - . (Dollars in thousands) )
Net unrealized losses on available for sale securities: oL .
. Net unrealized holding tosses arising during period . . . .. . $ (7,350 $2,573  $(4,777)
-.*Less reclassification adjustment for net gains realized in.. . '
- tmetincome....l........... ..., e 3,689 (1,29)) 2398
; _Net unrealized losses ............ I S (11,0399 3,864 (7,175}
i Change in mmlmum pension llabmty. e SO ~ 459 — 459
: -_' Change in"fair value of derwatlves used for cash .- _
" flowhedges......... .. IR (214) 75 {139
Other comprehensive loss,net. .. ..................... $(10,794) $3,939 $(6,855)

{1)"  Adjusunent to initially adopt SFAS No. 158 as of December 31, 2006. See Note § - Summary of Significant
Accounting Policies, Recent Accounting Pronouncements and Note |2 — Pension Plans for additional
information.
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Note 17—Segment Information ) _ R
The Corporation operates two main lines-of business along with several other operating segments. . +

~ SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information™ establishes standards for the

way public business enterprises report information about operating segments, Operatmg segments are components of
an enterprise, which are evaluated regularly by the chief operating decision-maker in deciding how to allocate and
assess resources and performance. The Corporation’s chief operating decision-maker is the President and Chief -
Executive Officer. The Corporation has applied the aggregation criteria set-forth in SFAS No. 131,for operating
segments establtshmg two reportable segments Community Banking and Wealth Management.

The Community Banking segment prowdes financial services to cénsumers, businesses and govemmental units

primarily in southeastern Pennsylvania. These services include full-service banking, compnsed of accepting time and
demand deposits, making secured and unsecured commercial loans, mortgages, consumer loans, and other banking
services. The treasury function income is'included in the Community Banking segment, as the majonty of effort of
this function'is related to this segment. Primary sources of income include net interest income and service fees on
deposit accounts. Expenses include costs to manage credit and |nterest rate nsk personnel and branch operahonal
and technical support ' | .

T

The Wea]th Management segment includes: trust and investment management servnces providing investment
management, trust and fiduciary services, estate settlement and executor services, financial planning, and retirement
plan and institutional investment services; and the Cormerstone Companies, registered-investment advisors for high
net worth, privately held business owners, wealthy families and institutional clients. Major revenue components
sources include investment management and advisory fees, trust fees, estate and tax planning fees, brokerage fees,
and insurance related fees. Expenses primarily consist of personnel and support charges. Additionally, the Wealth
Management segment includes an inter-segment credit related to trust deposits Wthh are mamtamed wnthm the
Commumty Bankmg segment usmg a transfer pricing methodology '

.
- . ]

'
.+ - .ot il v '

The Corporation has also identified several other operatmg segments These’ operatmg segments within the
Corporation’s operations do not have similar characteristics to the Community Banking or Wealth' Management
segments and do not meet thé quantitative thresholds requiring separate disclosure. These non- reportable segiments
include HNC Reinsurance Company, HNC Fmanmal Company, and the parent holdmg company and are included in

the “Other” category. , . o ) ,

Information about reportable segments and reconcnhanon of the mformanon to the consohdated ﬁnancra]
statements follows: :

Community .
. o . Banking Wealth Management . All Other E Cunsutldated,'l:otals
P . : : k (Dollars in thousands) o
Year Ended December 31, 2006 . i . ,
Net interest income {expense) - , $ 84,775 B T v/ 5(2,072). -8 83173
Provision for loan losses " 4,200 e N ST ‘ © 4,200
Noninterest income 29735 . 14,975 . T35 : 45,445
Noninterest expense ot 56,049 13,650 1,228 L _70,927
Income (loss) before income taxes (benefit) L 54,261 ., 1,795 (2, 565) .. 53,40
Income taxes {benefit} 14,475 717 . . (e ‘ 14,076
Net income (loss) $ 39,786 © .5 1,078 " 8 (1,449) $ ' 39,415
Assets $3,195,051 - ' $ 19,475 Ct § 35302 $3,249,828
. . LN I
I | I v 1 *. '
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4

Note 17—Segment Information {Continued) - c oo Cohe s N
Communrity
Banking Wealth Management All Other Consolidated Totals
Year Ended December 31, 2005 - (Dollars in thousands) * '
Net interest income (expense} . $ 87,105 $ 620 $ (604) - § 87,121
Provision for loan 1osses N L <3401 - - o e 3,401
Noninterest income [ ‘o . 20,512 . - 6,690 7 © 2,788 29,990
Noninterest expense - . Sy 55,029 - . . 7,078 . . 272 . 62,479 -,
Income before income taxes | , - 149,087 ) ] 232, . 1,912 . 51,231
Income taxes 11,927 81 395 12,403
Net income 5 37,160 $ 151 ) § 1,517 $ 38,828
Assels ' $3,084,303 $ 51 $33,005 $3,117,359
2 4 T . ' ) et T

' Lo T g o PR

Year Ended Decémber 31; 2004 . . . . ' o
Net interest income v St $°84,344 v o8 431 $ 266 N $ 85091 -

Provision for loan losses | P00 ey 2,555 L - : — \ . 2,555 .
Noninterest i income L L Im.’ , W19, 012 . . 6,547 2,599 . 28,158
Noninterest expense . 5l 981’ 7,513 . 67 59,561
Income (loss) before income taxes (beneﬁt) . 48,820 - (485) - 2,798 % 7 51,133
Income taxes (benefit) | s 11,999 - (169) " 736 ) - 12,566
Net income (]oss) ] $ 36,821 $ (316) 3 2,062 $ 38,567
Assets N ' ro ) $2 984 067 ) $1,887 ~ °° §38,561 i $3 024 515

The accountmg poltcnes of the segments are the $ame as those descnbed in the summary of 51gn1f'1cant
accountmg policies dlsclosed in Note 1of the consohdated ﬁnanmal statements Consohdatmg adjustments reﬂectmg
certain ellmmatlons of i 1nter segment revenues, cash and mvestment in sub51d1anes are mcluded in the “All Other
Segment ' :

LTI ool ' +

Note 18—Lease Commitments and Connngent Llablhtles ) : : R

Lease Commitments b B '
- PR ' - Rt

Lease commitments for equtpment and banking locations expire intermittently over the years thmugh 2036

Most banking location leases require the lessor to pay insurance, maintenance costs, and property taxes. Approxnmate

minimum rental commltments for non-cancelable operating leases'at December 31, 2006 are as follows

ot c ‘Minimum
v . i Lease
P Payments
. (Dollars -
o : in thousands)
For the year ending » o : P
2007...... T $2,343
2008, L. 2,344
2000, e e e e .-, 2,013 ,
1 1,901
.0 I 1,802
Thereafter ..................... e , 19,948
Total ........ e e e - $30,351
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.

Note 18-—Lease Commitments and Contingent Liabilities (Continued) . vy
Total rent expense amounted to $2. 4 million for each of the years ended December 31, 2006, 2005 and 2004, !
respectively. - . !
i [ L !‘:
thef’ [ b DAN SIS NI N ot :,

.Based on consultation with the Corporation’s legal counsel, management is not aware of aniy litigation that
would have a material adverse effect on the consolidated financial position of the Corporation. There are no -
proceedings pending other than the ordinary routine litigation incident to the business of the Corporation. In--

Corporation by govcmment authorities. -_-

"

Pl
i
addition, no material proceedings are pending or are known to be threatened or contemplated against the+ {

Note 19—Financial lnstruments with Off-Balance Sheet Rlsk

‘The Bark is a party to financial instruments with off-balance-sheet risk in the normal course of business to.
meet the financing needs of its customers. These financial instruments include commitments to extend credit and
standby letters of credit. Such financial instruments are recorded in the financial statements when they'become.
payable. Those instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the
amount recognized in the consolidated balance sheets. The contract or notional amounts of those mstruments
reflect the extent of involvement the Bank, has in particular classes of ﬁnancnai instruments. .o, ' i

The Bank’s maximum exposure to credit loss in the event of nonperformance by the other party tothe

- financial instrument for commitments to extend credit and standby letters of credit is represented by the

contractual or notional amounts of those instruments. The Bank uses the same stringent credit pohc1es in

extending these commltrnents as they do for recorded ﬁnanc1a1 instruments and controls exposure to loss through
credit approval; and monitoring procedures, These commltments often expire without bemg drawn upon and often
are secured with appropriate collateral; therefore, the total commitment amount does not necessarily represent the

actual risk of loss or future cash requirements.

The Bank offers commercial, mortgage and consumer credit products to its customers in the normal-course . * [
of business. These products represent a diversified credit portfollo and are generally issued to borrowers within i
the Bank’s branch office systems in eastern Pennsylvania. The ability of the customers to repay their credlts is, to C

-

some extent, dependent upon the economy: in the Bank s market areas. . v

The approx1mate contract amounts are ‘as follows

P

i

Commitments

Laal .
L v LD

Financial instruments whose contract amounts represent credit risk:

Commitments to extend credit

Standby letters of credit and financial guarantees written. .. ............
Financial instruments whose notional or contract.amounts exceed the amount

of credit risk:

Interest rate swap agreemenits
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Total Amount

Committed at
December 31,

2006 2005 !

(Dollars in thousands)
L. V-

$753,825 $722,034
25,960 21,661

Y

59,750 22,100
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Note 19—Financial Instruments with Off-Balance Sheet Risk (Continued) .. .. - * . aarnii .

" The total commitment to éxtend credit included no credit card unused-lines at December 31, 2006 and $44. 4
million at December 31, 2005. In April 2006, the Corporation sold its ex1stmg credit card portfolio:.See Note 2 o
Acquisitions /. Dlsposmons for additional mformatlon . sk ot P .

Standby letters of credit explre as follows: $23 2 million in one year or less, $1.1 mllllon aﬁer one year
through_ three years, $38 000 aﬂer three years lhrough five years and $1.6 million aﬁer five years,

0 -
- AtDecember, 31, 2006, the Corporation had cash flow hedges in the form of interest-rte swaps w:th A i

notional amount of $45.0-million that have the effect of converting the rates on money market deposit accounts to
a fixed-rate cost of fiinds: This strategy will cause the Corporation to recogmze in'a rising rate environment, a' ¢
larger interest rate spread than it otherwise would have without the swaps in effect. In addition, the Corporation
had cash flow hedges with a notional amount of $10.0 million that have the effect of converting variable debttoa'. .
fixed rate. For these swaps, the Corporation recognized net interest income of $442,000 and $69,000 for the years
ended December 31, 2006 and 2005 and estimates'that for 2007, $429,000 will be recognized as an increase in« -
net interest income. These swaps mature in 2008. During the first quarter of 2005, the Corporation terminated a
cash flow hedge with a notional value of $25.0 million. The gross loss related to the termination'of this swap was’
$310,000 which was amortized through October 2006 in accordance with SFAS No. 133 “A¢counting for
Derivative Instruments and Hedging Activitics.” For the years ended December 31, 2006 and 2005, the
Corporation amortized into net interest income $151 000 and $159,000, respectively related to this swap.
Periodically; the Corporation may enter into fair value hedges to limit the exposure to changes in the fair value of
loan assets. The Corporatlon has entered into fair value hedges with a notional amount of $4.8 million with
$7.000 of interest income recogmzed for the year ended December 31, 2006. These swaps mature in 2015
through 2016. At December 31, 2006, the Corporation had swap agreements with a positive fair value of
$545,000 and with a negali\ie-fair value of $21,000. At December 31, 2003, the swaps had a positive fair value of
$623,000. There-was no hedge ineffectiveness recognized during 2006, 2005 and 2004. =~ . e .

L AP

The Bank also had commitments with customers to extend mortgage loans at a specnﬁed rate at L e )
December 31 2006 and 2005 of $2.3 million and $1.8 million, respectively and commitments to sell mortgage .
loans at a spec1ﬁed rate at December 31, 2006 and 2005 of $792,000 and $1.1 millién, respectlvely The =
commitments_are.accounted for as a derivative and recorded at fair value. The Bank estimates the fair value of
these commltments by companng the secondary ‘market price at the reporting date to the price specified.in the
contract to extend or sell the loan initiated at the time of the loan commitment. At December 31, 2006 and 2005
the fatr‘va.lues,of the loan commitments were $12,000 and $320, respectively, which were recorded as other
income. ... .

Dunng Aprl] 2006, the Bank Sold its existing credit card portfolio of $15.3 million. The sale agreement
stlpulates that any, credit card. accounts delinquent over 30 days, overlimit accounts and petitioned bankruptcies
will be" guaranteed by the Bank for a period of one year, Of the $15.3 million in credit card receivables sold,
$529,000 was sold with full recourse which was the total potential recourse exposure at the time of the sale. During:
the second quarter-of 2006, the Bank recorded a recoiirse liability of $371,000 which was the entire recourse
liability recorded. This estimate was based on our historic losses as experienced on similar credit card recéivables.
The Bank will be subject to the full recourse obligations for a period of one year. At December 31, 2006, the total
potential recourse exposure had been réduced to $195,000 with 4 current recourse liability of $96,000.

r - . N . L, .
[ . HE t, - . : LA M l o vl
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Note 19—Financial Instruments with Off-Balance Sheet Risk (Continued) - oot

During December 2004 and January 2005, the Bank sold lease financing receivables of $10.5 million. Of
these leases, $1.2 million were sold with full recourse and the remaining leases were sold subject to recourse-with
a maximum exposure of ten percent of the outstanding receivable. The total recourse exposure at the time of the
sale of the leases was $2.0 million. During the first quarter of 2005, the Bank recorded a recourse liability of,
$216,000 which was the entire recourse liability recorded. This estimate was based on our historic losses as
experienced on similar lease financing receivables. After the first anniversary of the sale agreement, andona '’
quarterly basis thereafter, upon written request by the Bank, the purchaser will review the portfolio performance
and may reduce the total exposure to an amount equal to ten percent of the outstanding net book value. The Bank
will be subject to the full and partial recourse obligations until all the lease financing receivables have been paid
or othierwise been terminated and all equipment has been sold or disposed of. The final lease payment is due in
2010 with approximately 85% of the lease financing receivables estimated to be paid down by December 31,
2007. The outstanding balance of these sold leases at December 31, 2006 was $3.0 million with a total recourse
exposure of $709,000 and a current recourse liability of $64,000. -

Note 20—Regulatory Capital

To Be Well -

Capitalized
Under Prompt
! . ) For Capital . Corrective
) Actual Adequacy Purposes Action Provision
As of December 31, 2006 Amount Ratio Amount Ratio * Amount Ratio
(Dollars in thousands)
Total Capital (to risk weighted assets): : ‘ ) :
Corporation . .................. T $323,622 12.58% S$205814 8.00%. $257.268 .. —.
Harleysville National Bank . ... .. e 279,513 10.93% 204,529 .8.00% . 255,661 10%
Tier | Capital (to risk weighted assets): _ ‘
Corporation . ...........0...... R 302,368 11.75% 102,907  4.00% 154,361 —
Harleysville National Bank ............. 258,259 10.10% 102,264 4.00% = 133,397 6%
Tier 1 Capital (10 average assets): ' C
Corporatiqn e e 302,368  9.36% 129,242 4.00% 161,553 © —
Harleysville.National Bank ..... T 258,259 8.08% 127877 4.00% 159,846 . 5%’
" ToBe Well':
Capitalized
Under Prompt
. For Capital : . Corrective _
- . . Actual i Adequacy Purposes Action Provision
As of December 31, 2005 T Amount Ratio Amount Ratio Amount Ratio
. . .. ' . (Dollars in thousands) ’ ' -
Total Capital (to risk.-weighted assels): : . : ’
Corporation ........... e $318,911 12.98% $196,563 8000  $245,703 —
Harleysville National Bank ............. 259,883  10.64% 1953%0  B.00% 244238 (0% -
Tier. I Capital (1o risk weighted assets). . . : . i
Corporation . . .. . .. R [T : 298,946 - 12.17% 98,281 . 4:.00%- 147422 —
Harleysville National Bank ............. - 239918 9.82% 97,695 4.00% 146,543 6%
Tier 1 Capital (to average assets):
Corporation . . .........ooiivreniianis 298,946 9.69% 123,408 4.00% 154260 —
Harleysville National Bank .. .. .. e 239918 7.86% 122,154 4.00% 152,693 5%
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note 20—Regulatory Capital (Continued) ‘ ~ o T ¢

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies.
Failure to meet minimum capital requirements can initiate certain mandatory and possibly additional v
discretionary actions by regulators that, if undertaken, could have a direct material affect on the Corporation’s
financial statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective
action, the Bank must meet specific capital guidelines that involve quantitative measures of the Bank’s assets,
liabilities, and certain off-balance-sheet items as calculated under regulatory accounting practices. The Bank’s
capital amounts and classification are also subject to qualitative judgments by the regulators about components,
nsk weightings, and other factors. :

Quantitative measures established by regulation to ensure capital adequacy require lhe Bank to maintain
minimum amounts and ratios (set forth in the table) of total and Tier 1 capital to risk-weighted assets.
Management believes, as of December 31, 2006, that the Bank meets all capital adequacy requirements to which
it is subject. To be categorized as well capitalized, the Bank must maintain minimum total risk-based, Tier ! risk-
based, and Tier | leverage ratios as set forth in the table. There are no conditions or events that have occurred that
management believes-have changed the Bank’s category. :

The National Banking Laws require the approval of the Office of the Comptroller of the Currency if the total
of all dividends declared by a national bank in any calendar year exceed the net profits of the bank (as defined)
for that year combined with its retained net profits for the preceding two calendar years. Under this formula, the
Bank may declare dividends in 2007 of approximately $35.7 million plus an amount equal to the net profits of the
Bank in 2007 up to the date of any such dividend declaration. e

Banking regulations limit the amount of investments, loans, extensions of credit and-advances thata *
subsidiary bank can make to an affiliate at any time to 10% and in the aggregate or to a single financial
subsidiary, to 20% of the Bank’s capital stock and surplus. These regulations aiso require that certain covered
transactions including a loan, extension of credit or advance to an affiliate be secured by securities having a
market value in excess of the amount thereof. At December 31, 2006, the Bank’s mvestment in the Carnerstane
Companies (a financial subsidiary) of § 16.7 ml!llon was in comphance with the limitations and not subject to.
collateral. requlremems . . o

Note 21—Fai‘r Value of Financial Instruments L o B -

SFAS No. 107, “Disclosures about Fair Values of Financial Instruments,” requires disclosure of the
estimated fair value of an entity’s assets and liabilities considered to be financial instruments. For the
Corporation, as for most financial institutions, the majority of its assets and liabilities are considered financial
. instruments as defined in SFAS No. 107. However, many such instruments lack an available trading market, as
characterized by a w1llmg buyer and seller engaging in an exchange transaction. Also, it is the Corporation’s

_general practice and intent to hold its financial instruments to maturity and not to engage in trading or sales.,
activities, except for certain loans and investments. Therefore, the Corporation had to use significant estimates
and present value calculations to prepare this disclosure.

Changes in the assumptions or methodologies used to estimate fair values may materially affect the
estimated amounts. Also, management is concemned that there may not be reasonable comparability between
institutions due to the wide range of permitted assumptions and methodologies in the absence of active markets. -
This lack of uniformity gives rise to a high degree of subjectivity in estimating financial instrument fair values.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note 21—Fair Value of Financial Instruments (Continued) B . oo

»Estimated fair values-have been determined by the Corporation using the best available data and an
estimation methodology suitable for each category of financial instruments. The estimation methodologles used |
at December 31, 2006 and 2005 are outlined as follows A S o

Short-term fi inancial msrruments ‘ o l| T Co L :
' ' . o Yt ' f
- The carrying value of short-term ﬁnancral mstruments mcludmg cash and due from banks federal funds -
sold and securities purchased under agreements to resell, interest-bearing deposits in banks and other short-term
investments and borrowings, approximates the fair value of these instruments. These financial instruments
generally expose the Corporatlon to limited credit risk and have no stated maturities or, have short-term maturities

with interest rates that apprmumate market rates .

Invesrmem Secumttes . o ' _ ' . o

- The estimated fair values of investment securities are based on quoted market prices; if available. Estlmated
fair values are based on quoted market prices of comparable instruments if quoted market prices.are not
avatlable . g - , . . . : . : y

atto- [P P o o T R ‘e

Loans‘ - o o, - . . e e e o

i ’

. The-loan pértfolio, net of uneamed income, has been valued using a present value discounted cash flow -
analy51s where market prices were not available. The discount'rate used in these calculanons is the estimated-
current market rate adjusted for credit risk.,

\
+ ‘. b . , . PR ‘ tf

Deposits . .. -y .. e L .-

The estimated fair values of démand deposnts (i.e., interést and noninterest-bearing checkmg accounts,
savings ‘and cértain types of inoney markét accounts) are, by definition, equal to the amount payable on demand
at thé reporting daté (i.., their carrying amounts). The carrying amounts of variable¢ rate, fixed- term money
market accounts and certificates of deposit approximate their fair values at the reportmg date. The fair vahie for
deposits with stated maturities was calculated by dlscountmg contractual cash flows using current market rates
for instruments with similar maturities. The carrying amount of accrued interest recelvable and payable

approximates fair value.. . R B I - .

rl .

4

LI N . . . e v . . . .. .
(- i o ' P ni . o (N e . * B ey, .

Long-term borf'owings amlz’ :wbardinated debt . P S, o,

The afounts assigned to long- -terri borrowings and subordinated debt Were based on quoted market prices,
when available, or were based on dlscounted cash flow calculatlons using prevallmg market interest rates for debt
of 51mllar terms o Ere L

- . B - R . . .. .-
PR . . . - . e T ' Ve
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

Note 21—Fair Value of Financial Instruments (Continued)

AR L PR O TP L e -t

Off-balance sheet instruments

The fair value of commitments to extend credit is estimated based on the amount of unamortized deferred
loan commitment fees. The fair value of letters of credit is based on the amount of unearned fees plus the

. estimated cost to terminate the letters of credit. Fair values of unrecognized financial instruments including

GOk ™

commltmems to extend credlt and the fair value of letters of credit are considered immaterial.

The fair value of interest rate swaps are based upon the estimated amount the Corporation would recewe or'
pay to terminate the contradts or agreements, taking into account current interest rates and, when appropriate, the
current credltworthmess of the counterparties. The fair value of the mterest rate swap agreements are $524 000 at
December 31, 2006 and $623,000 at December 31 2005

The carrying ahd fair values of cerrain Jfinancial instruments were as follows:

o by w

i

: ‘ - - December 31, L
o .o . 2006 2008
PN G 1k i Carrying Fair Carrying - , Fair
R, e C : '__Amount Value = _ Amount * - Value
- ‘,vr_ I B . (Doltars in thousands) N . o
» Investment securities /.................. . % 911,889 $- 912,307 $- 901;208 , § 901,406
TULeans, met L. 2,047,355 2,045,513 1,985,493 1,946,051
Time deposits ............, PR . 852,572, . ..‘84_9,05‘2_ 756,658 753,008
Long-term borrowings and subordinated ) ' ' "
sgebt e 291,298 281,246 349,298 343,882
Bank owned hfe msurance .............. 61,720 - 61,720 59,334 59,334
L] ;‘ o v ‘ ‘ |- - [
- y IJ‘ - - : * '
X R .
L ' . t' -
.
. [T \
LR ; y
1+, .
L . © “' n
AN o f Y
. PR e L - ' ,
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HARLEYSVILLE NATIONAQ ‘CORPORATI.ON AND SUBSIDIARIES

Note 22—Parent-Company Only Financial Informationl .

Condensed financial statements of Harleysville National Corporation follow:

L I CONDENSED BALANCE SHEETS: - et
. . Tt e, o b i LT T LENEEA
', o e, - : . b et .- Decembér 31,
' " s e, . 2006 __ 2008
: (Dollars in thousands)
Assets _ i .
Cash. ... o, e il $ 11,835 $726,152
_ Investments in ‘subsidiaries ............. S ST . 332,461 ' 294,726
Other investments. . 2. ... .. e 1,548 7T 1,548
Otherassets.......................‘...‘ .............. P . © 1,213 © 3,025
Total assets . ..........o.vnen. RETTRTTOT e 8347057 $3254510
Liabilitics and shareholers’ equity - )
Subordinated debt. .......... e e e e $ 51,548 §$ 51,548
Other liabilities . ............ e 758 671
Total liabilities .. ............ PR PO SO 52,306 52,219
Shareholders’ equity. ........ PP S 294,751 273,232
Total liabilities and shareholders equnty I D0 $347,0587 8325451
7 . i r PR .. s
CONDENSED STATEMENTS OF INCOME ‘ '
o Year Ended December 31,
.t A 2006 © 2005 - 2004
. .. {Dollars in thousands)
Dividends from subsidiaries. ........... e e $21,779 326,038 318,575
Interest from subsidiaries . . .................. S s s 290 191 —
INVeStmentincome . ...........o ot iiniieniin, e 130 57 29
Total INCOMIE . . . .. oottt et e e e et e e amiernaas 22,199 26,886 18,604
Interest on subordinateddebt. .. ... .. ... . i 3,653 2,180 1,249°
INONINEETESt EXPEIISE « . L\ttt et e e e e aeanas 556 3 23
TOtal EXPENSE L.\ oottt . 4,209 2,183 1,272
Income before income tax benefit and equity in undistributed net
income of subsidiaries ............. ... .o Cee. 17,990 24,703 17,332
Income tax beneflt . ... ...t e e s : (1,200) 677y - (426)
Income before equity in undistributed net income of subsidiaries .......... 19,196 25,380 17,758
Equity in undistributed net income of subsidiaries. . ..................... 20,219 13,448 20,809
D=1 1oy b1 =S $39.415 $38,828 $38,567
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. NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued), -
HARLEYSVILLE NATIONAL CORPORATION AND SUBSIDIARIES

- [}
Note 22—Parent-Company Only Financial Information (Continued) ' ;o
: C L . Saoae : ety
’ | CONDENSED STATEMENTS OF CASH FLOWS '
Lo e R : "+ .. Year Ended December 31, °'-
oo S e e s st . ... .__2006 2005, __ 2004
L. : et ‘. (Daollars in thousands)
Operating activities: : _ : -
NEtincome .. ...t i i iane e P, 339415 § 38,828 -$ 38,567
Ad_]ustments to ‘reconcile net income to net cash prov1ded by operating - - 7 ! e ’
activities; A ' ; . S T ' ' :
Equity in undistributed net income of subsidiaries:. ..+ ' oo - (20;,219) (13 448) . (20 809)‘
Stock-based.compensation expense . .....1......... T s e 440 — =
Net (increase) decrease in other assets . . . .. P T « 1,846 . (1 447) A(1,1135)
Net increase.in other liabilities . . ...... e T e 274 43 540
Other, net. . .. ... s e _ 30 {782y . .(693)
Net cash provided by operating activities . . ................... e 21,726 23,194 16,490
Investing activities: ' : - ew e

Net cash paid due to acqu1smon ....... e Lt e i S — ey —_ (18,403)

Capital contributions made to the subSIdlanes T S oo (15000 o —
Net cash used in investing activities . ...................... e e (15,0000 ~ —- (18,403)
Financing activities: , o - ' CY

Advances of long-term subordinated debt ....................,.... — 25,774 20,619

-Cashdividends .. ......... ... .; o PN e Voo 2LT79) (20,738)°  (18,575)

Repurchase of common stock ... ......... S DU Toe 40 (5,502 (9972 (3.819)

Proceeds from the exercise of stock options. . ................. U 5,302 4,453 5,243

Excess tax benefits from stock—based compensation . ... . .. ... ... 948 —_

Other,net. ... ... ... i i e e . {12) (5 (13)
Net cash provided by (used in) financing activities......... .. ACPN (21,043) (498) ©3,459
Net increase {decrease) incash ....... N e T (14,317) 22,696 . 1,546

. Cash and cash equivalentsiat beginning of year .. .. ...........:....... 26,152 3,456 1,510
. Cash and cash equivalents at end of year ................ T, ~. 811,835 $£26,152 § 3456
i et 1 [ t

vy

85




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
Board of Directors
Harleysville National Corporation e e ooy 0 werse, B R A T I L

We have audited the accompanying consolidated balance sheets of Harleysville National
Corporation (a Pennsylvania corporation) and its subsidiaries as of- December 31, 2006 and 2005, and the
related consolidated statements of income, shareholders’ equity, and cash flows for each of the three years
in the petiod ended December 31, 2006. These financial statements are the responsibility of the
Company's management. Our rcspons;blhty is to express an opinign on these ﬁnanc]al statements based
on our audits. ‘ _ .

FAE Frahher .
o Ty P . . . . B E

We conducted our audits in accordance with the standards of the Public Company Accounting .
Oversight Board (United States). Those standards require that we plan and perform the audit to, obtairn,
reasonable assurance about.whether the financial statements are.frec of material misstatement., An,audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial*
statements. An audit also-iricludes assessing the accounting principles-used and significant.estimates rhade

'by management, as well as evaluating the overall financial statement presentation. ' We bélieve that Our
audlts provnde a reasonable basns for our opinion. - : S RO
. Ce L .

In our opinion, the ﬁnancial statements referred to above present fairly, in 2ll material respeets,
the consolidated financial posidon of Harleysville National Corporation and subsidiaries as of December
31, 2006 and 2005, and the consolidated results of its operations and its cash flows for each of the three
years in the period ended Decémber 31, 2006 in conforimity with accounting principles generally-acceptéd-”
in the United States of America. . . i

. As discussed in Note 12 and 14 to the consohdated financial statements the Corporatlon has
adopted Financial Accounmng‘Standards Board Statement(FASB) No. 158, Emplayers’ Acconnting for. Def ined
Benefit Pension and Other Postretirement Plans — An Amendment of FASB §, tatement.r Ny 87, 88, 706 and 132(R))
and FASB No., 123(R), Share Based P@ments in 2006. Sy S

We a.[so. have audited, in accordance with the standards-of the Public Company Accounting'Oversight Board
(United States), the effectiveness of Harleysville National Corporation’s internal control over financial reporting as
of December 31, 2006, based on criteria established in Internal Control-Integrated Framework issued by the .
Committee of Sponsoring Organizations of the Treadway Commission (COSO) and our report dated March 2,
2007 expressed an unqualified opinion on management s assessment of the effectiveness of internal control over
financial reportmg and an unqualified opinion on the effectiveness of internal control over financial reporting.

Nk L

Philadelphia, Pennsylvania
March 2, 2007

-y
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Item9. Changes in and Disagreements with Accountants on‘Accounting and Financial Disclosure+ . -
None

’ Item 9A. Controls and Procedures o " , T
: T Pt T S TR
' There have been no changes in the Corporation’s tntemal control over fi nancnal reportmg durmg the fourth -
quarter of 2006 that have materially affected, or reasonably llkely to materially affect, the Corporation’s internal
control over fi nanc:al reporting.
N B . s L St TR PR SFLI L S T '>,-f’nfn ETNEEBEIAE

(i) Conclusnon Regardmg the Effectiveness of Disclosure Controls and Procedures "' 11..%

Our management evaluated, with the participation of our Chief Executive Officer and Chief Financial
Officer, the effectiveness of our disclosure controls and procedures (as defined in Rules 13a-15(e) or
15(d)-15(e) under the Securities Exchange Act of 1934) as of the end of the period covered by this report "Based™
upon that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that our disclosure
controls and procedures are designed to ensure that information required to be disclosed by us in the reports that
we file or submit under the Securities Exchange Act of 1934 i§ recorded, processed, summarized, and reported
within the time penods specn" 1ed in the SEC’s ru!es and regulations and are operatmg in an effective manner.

[ TR ' it . oLty e [ R

(11) Management’s Reporton lnternal Control Over Financial Reportmgu ' Lo e
| ' i
‘ Management of the Corporatlon 18 responsrble for estab]rshmg and mamtammg adequate internal control

over financial reporting. Internal control over financial reporting is defined i in Rulle 13a: IS(f) and 15d-15(f), under
the Securities Exchange Act of 1934,'as amended, as a process designed by, or under the supervision of; the'
Corporation’s principal executive and principal financial officérs and éffected by the Corporation’s'board 6f *
directors, management and-other personnel to provide'reasonablé assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with accounting
principles generally accepted in the¢'United States of\America and includes those pohcres and procedures that;

, . Pertatn t¢ the mamtenance of records that in reasonable detall aCCI.lrale]y and falrly reﬂect the transactlons
and d1spos:t|ons of the assets of the Corporatron ' L R

AT AR S ' BT o h i

- 4 N

e ]

¢ Provide reasonable assurance that transactions are recorded as necessary to-permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and , , ,;
expenditures of the Corporation are being made only in accordance with authorizations of management .
and directors of the Corporation; and

s Provide reasonable assurance regarding prévention ot timély detection of unauthorized acquisition, use or
dtsposmon of the: Corporatlon s assets that could have a. materla] effect of the financial:statements. -+« «- ¢

Because of i ItS mherent ltm:latlons mtemal control over fi nanc1al reportlng may not prevent or detect
misstatements. Prolecttons ‘of any evaluatton of effectlveness to fiature penods are subject to the risks that )
controls may become inddequate because of changes i m condmons or that the degree of compllance wnth the
pohc:es or procedures may detenorate b ' ,

UL B BTL I T N S L L
Management assessed the effecuveness of the Corporatlon s mtemal control over financial reporting as of
December 31,2006, In, makmg this assessment, management used the cr1ter1a set forth by the Commlttee of
Sponsonng Orgamzatrons of the Treadway Commlssron (COS0) in ]mernal Control [ntegrated Framework
Management believes that, as of December 31, 2006, the Corporauon 5 mtemal contro] over. ﬁnancral reportmg
was effective. i o o

,,,(' ' [T AN LU
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Item 9A. -Controls and Procedures (Continued) : ‘ . ' 1

The Corporation’s independent registered Public Accounting Firm has issued an audit report on
management’s assessment of the Corporation’s internal control over ﬁnanc:a] repomng This report appears
hereir: in Item 9A section iil. L K
(iii) Report of Independent Registered Public Accounting Firm on Internal Control Over Financial !
Reporting T ' :

Board of Du:ectors ‘
Harleysvllle Nanonal Corporanon "

We have audited, managemeﬁt’s assessment, included in the accon"xpanying Management’s Report
on Internal Control Over Financial Reporting, that Harleysville National Corporation (a Pennsylvania
corporation) and its subsidiaries (collectively, the Company) maintained effective internal control over
financial reporting as of December 31; 2006, based on criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Otganizations of the Treadway Commission (COSQ).
Harleysville National Corporauon s management is responsible for maintaining effective internal control
over financial reporting and for its assessment of the effectiveness of internal control over financial : j
reporting.. Our responsibility is to express;an opinion on management’s assessment and an opinion on the
effectiveness of the company’s internal control over financial reporting based on our audit.

P e
———

We conducted our audit in accordance with the standards of the Public Company Accounting i
Oversight Board (United States). Those standards require that we plan and perform the audit to obtam
reasonable assurance about whether effective internal control over financial reporting was maintained in all
material respects. Qur audit included obtaining an understanding of internal control over financial
treporting, evaluating management’s assessment, testing and evaluating the design and operating
effecdveness of internal control, and performing such other procedures as we considered necessary in the
citcumstances. We believe that our audit provides 3 reasonable basis for our op1mons

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over ﬁnancm] reporting, mcludes those p011c1es and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and faitly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounnng principles, and
that réceipts and expenditures of the company are  being made only in accordance with authonzatlons of
management and directors of the company; and (3) prowde teasonable assurance regarding prevennon ot
timely detection of unauthorized acquisition, use or dlsposmon of the company’s assets that ¢ould have a’
material effect on the financial statements.

88




Item 9A. Controls and Procedures (Continued) -

N L. . o

Because of its inherent limitations, internal contrél over financial reporting may not prevent or
detect misstatements. 'Also, projections of any evaluation of effectivenéss to future periods are subject to*
the risk that controls may become inadequate because of changes in conditions, or that the degree of -+ ¢
compliance.with the policies or procedures rna}"de_tcriorate. C, . ;

LA ’

'n . . ‘ r i 1% . ' L
In our opinion, management’s assessment that Harleysvdle National Corporation, Inc. and
subsidiaries maintained effective internal control over finangial reporting as of December 31, 2006, is falrly
stated, in all material respects, based on criteria established in Internal Control- lntegrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Also n our
opinjon, Harleysville National Corporation, Inc. and subsidiaries maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2006, based on criteria established in
Internal Control-Integrated Framework issued by the Committee of Sponsoring Orgamzauons of the =

Treadway Commission (COSQ). hers

N A
We also have audited, in accordance with the standards of the Publi¢ Cémpény Acéodhtjng e
Oversight Board (United States), the consolidated balance sheets of Hatleysville National Corporatlon and

its subsidiaries as of Deceémber 31, 2006 and 2005, and the related consoliditéd statements ‘of i income, - -

shareholders’ equity, and cash flows for each of the three years in the period énded Decenibér'312006" ¢
and our report dated March 2, 2007 expressed an unqualified opinion on those financial statements.

S RN

Philadelphia, Pennsylvania

March 2, 2007
- » PRLTY
o RN v
R A . [ ' N} L o
Item 9B. Other Information . A : ' e
L
None ’ vt . DR L A ey LI N b
T, e L
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PARTIIL.. . .- - v o o - ko
Item 10. Directors, Executive Officers and Corporate Governance !

The Corporation has a Code of Ethics for directors, officers and employees of the corporation. It is intended
to promote honest and ethical conduct, full and accurate reporting, and compliance with laws as well as other
mattem [ PO TR N U S TR P ' i e T P ‘s ‘

The SEC requires disclosure concerning whether or not the Corporation has at least one-audit cominittee
financial expert“ on the Audit Committee. During 2006, Walter R. Bateman, 1l was the commlttee s independent

financial’ expert ‘as defined by SEC regulations, and chaired the commitiee. .- R Sy ]

e Addltlonal mformanon regardlng dlrectors executlve ofﬁcers and corporate govemance is meluded under -
the followmg captlons in the Corporatlon s proxy statement relatmg 10'its 2007 anriual meeting of §hareholders ' ﬂ
(the “2007 Proxy Statement”) and 1s mcorporated herem by reference : ' fo mei s

I - . o L [T t'P- - ! (IR L]

“Dlrectors . S B S b I P S
“Executwe Ofﬁcers”” e L , e ) o L !
“Corporate 'Governance” C s b e
“Meetings and Committees of the Board of Directors” o o
“Sectlon 16(a) Beneﬁenal Ownershlp Repomng Comphance . ) P

TO ot W

. In addition, the Corporatlon makes avallable on www.hncbank.com (under “lnvestor Informatlon— PR
Corporate Governance™) the following: 1) Audit Committee Charter, 2) Code of Ethics, 3) Whnstleb]ower Polrcy,
4) Nominating Committee Charter and 5) Compensatnon Comm1ttee Charter. ., . . . .. o

FEEID

3T LR LR TN T P b TR IR T S ye ! .on R

Item 11, Executwe Compensatlon ) ' i

s . 3

Information regarding executive compensation included under the followmg eaptlons in the 2007 Proxy.

Statement is incorporated herein by reference: WY A ) WY - L
v N‘\.,*- 5 w2ty

“Directors” : T DU

“Meetings and Committees of the Board of Directors” N et

“Director Compensation”

“Compensation Discussion and Analysis”™

“Compensation Committee Report”

“Compensation Committee Interlocks and Insider Participation”

“Executive Compensation”

“Potential Payments upon Termination or Change in Control” e

“Executive Employment Agreements”

NN .-\_' I

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Security ownership information of certain beneficial owners and management is included under the captlon
“Beneficial Ownership,” in the 2007 Proxy Statement is incorporated herein by reference.

The information required by this item concerning Equity Compensation Plan information is included in Part
[1, Ttem 5, “Equity Compensation Plan Information™ of this Report on Form 10-K and is incorporated herein by
reference,

Item 13. Certain Relationships and Related Transactions, and Director Independence

Information included in Part II, Item 8, Footnote 5 “Loans” of this Report on Form 10-K is incorporated
herein by reference.

90




Information included under the captions, “Related Party Transactions,” “Corporate Governance,” and
“Meetmgs and Committees of the Board of Dlrectors" in the 2007 Proxy Statement 1§ mcorporated herein by
refercnce"‘ B AL AR B TR S PR IR FL I . IR P S

i T
Item 14. Principal Accountant Fees and Services A

Information included under the caption,.tIndependent Registered Public: Accounting Firm,” in the 2007
Proxy Statement is incorporated herein by reference.

e o Moot PARTIVE z
Item 15. - !ﬂxllinhlts:.a\ndﬁf\"‘lnnn‘etal_ ?tetetnent‘;Scl:ed‘u_le‘s‘ o1
(a) The following documents are filed as part of this report (see Part 11, Item 8, “Financial Statements and .
Supplementary Data™): ViDL
(1) Financial Statefents:v* % 7 0 ,:(,—_.»_-,-z T T T

EN ORI LN f INTIRN® PRI YOS ML)

(a) Consolidated Balance Sheets at December 31 2006 and 2005
(b) Consohdated Statements of Income for the years ended December 31 2006 2005 'and 2004

PR ) ‘.t RS AT T

(c) Consolldated Statements of Shareholders’ Equity for the years ended December 31, 2006, 2005
and 2004

DUl ) e AT P AN
(d) Consolldated Statements of Cash Flows for the years ended December 31 2006, 2005 .and 2004

uL. t

¢, 7 r(e), Notes to Consolidated Financial Statements FELTY AL R
. . . T '7,1 ‘. l'ﬁn" 3 i .\-.'-‘— B
() Report of independent Registered Public Accounting firm e TG
1(2) ‘Financial Statement Schedules are not applicable AR - A ORI AT
virreH
~{3) .The exhibits listed on the Exhibit Index at the end of this Report are fited with or mcorporated as part
F0% T ‘ofthis Report (as indicated in connection with each Exhibif),” v £ 4, o0 g ke
" LIPSl ITHIN
I AR . . R P ) A
ey 'ls .t‘_{; ."
N R T ’ T IR 3 A
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DL ek P LU TR SN 1T DS TP P R TR LN E TR I R
4 ;ll|§._ “F 1} _F'_f‘ G, 10, i ' .:ff '-“-_';
T L et RN S IS QIRUIESTAE BIHE HECAT A I HAPERTAREN RN AR Ll
T '~_| ‘-' 1 ‘::l: ;
(e £ 'y W ", %4 P
. L r N .

. . d +- . s .
L S LT SRt § PR BEA C gt e e s 1T '[e..‘.!‘ YOI SRR aY it :E . B TR OY £ B

O [ 2R ML



SIGNATURES

Pursuant t'o the 'requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, t'tiu'e
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly

authorized.

t v+ HARLEYSVILLE NATIONAL CORPORATION

By:

Date: March 2; 5007 ‘

L9

/s/ Demetra M. Takes

e

.
Interim President,

.

Demetra M. Takes, ’
Chief Executive Officer and Director

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by

the following persons on behalf of the Registrant and in the

Signature o
/s! WALTER R. BATEMAN, I  Director

" 'Walter R. Bateman, 1[-. ¢+

_/s/f LEEANN BERGEY Di;eptor
"' ‘LeeAnn Bergey '

/s/ WALTER E. DALLER, JR. Director

Walter E. Daller, Jr.

/s/ HAROLD A. HERR Director

Harold A. Herr

. PR e
/s/ THOMAS C. LEAMER Director

Thomas C. Leamer

/s/ STEPHANIE S. MITCHELL  Director

Stephanie S. Mitchell

/s/ A. R0SS MYERS Director
A. Ross Myers
/s/ GEORGE S. RAPP Executive Vice President and Chief Financial Officer
George S. Rapp (Principal Financial and Accounting Officer)
/s/ DEMETRA M. TAKES - Interim President, Chief Executive Officer and Director

Demetra M. Takes

/s/ JAMES A, WIMMER Director

James A. Wimmer
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Exhibit
No.

- EXHIBIT INDEX

! Descrlptmn of Exhibits

2.1)

(2.2)

@aG.1)

(3.2)

(10.1)

(10.2)

(10.3)

(10.4)

(10.5)

(10.6)

Purchase Agreement datéd as of November 15, 2005, by and among Harleysville National Bank and
Trust Company, Cotnerstone Financial Consultants, Ltd., Cornerstone Advisors-Asset Management,
Inc., Cornerstone Institutional Investors, Inc. Comerstone Management Resources, Inc., John R. .

: Yatssle Malcolm L. Cowen, II, and Thomas .I Scalici. The schedules and exhibits to the Purchase

Agreement are listed at the end of the Purchase Agreement but have been omitted from the exhibit to
Form 10-K. The Regtstrant agrees 1o, supplementally furnish a copy of any omitted schedule or
exhibit to the Securities and Exchange Commission upon request. (lncorporated by reference to
Exhibit 2.1 of the Regtstrant s Annual Report on Form 10-K for the year ended December 31, 2005,
filed with the Commission on March 15, 2006.) '

Branch Purchase Agreement and Deposit Assumption Agreement, dated as of July 26 2006 by and

-among First National Commumty Bank as Buyer and Harleysville National Bank and Trust Company

as Seller. (lncorporated by reference to Exhibit 2.2 to the Corporattcn 5 Quarterly Repon filed on
Form 10-Q, filed with'the Commission on August 9, 2006.) The attachments, schedules and exhibits
to the Branch Purchase and Deposit Assumption Agreement are listed at the end of the Branch

" Purchase and Deposit Assumpti'on Apgreement but have been omitted from the exhibit to the Form 10-
" Q. The Registrant agrees to supplementally* furnish a copy of any omitted attachment schedule or

exhibit to the Securities and Exchange Commtssron upon request, Do

Harleysville National Corporation Amended and Restated Articles of lncorporatlon (Incorporated by
reference to Exhibit:3. 1. to the Corporatton s Registration Statemem No. 333-11 1709 on Form S-4, as

-filed on January 5,12004.) - - p

Harleysville National Corporation Amended and Restated By-laws. (Incorporated by reference to
Exhibit 3.1 to the Corporatlon s Current Report on Form 8 K, ﬁled wrth the Commtssmn on February-
14,2005)) - T : R Woey

Harleysville National Corporation 1993 Stock Incentive Plan. ** (Incorporated by reference to
Exhibit 4.3 of Registrant’s Regtstratton Statement No. 33- 69784 on Form S 8, filed w:th the
Commission on October 1, 1993} -~ ot

' Harleysvrlle National Corporatton Stock Bonus Plan. *** (Incorporated by reference to Exhibit 99A of

Registrant’s Registration Statemerit No. 333-17813 on Form S-8; ﬁ]ed with the Commtssron on.
December 13, 1996.) - S S Lo

Supplemental Executwe Retirement Plan.* (Incorporated by | reference to Exhibit 10.3 of Regrstmnt s

- Annual Report in Form 10-K for the ‘year ended December 3 1, 1997, filed with the Commtssron on

March 27, 1998. }

* Walter E. Daller, Jr., Chairman and former President and Chief Executive Officer’s Employment
" Agreement dated October 26, 1998.* (Incorporated by reference to Regrstrant s Currenl Report on

Form 8-K, filed with the Commission on March 25, 1999} - "
Consultmg Agreement and Genefal Release dated November 12 2004 between Walter E. Daller, Ir.,

‘Harleysville National Corporatton and Harleysville Nattonal'Bank and Trust Company.* (Ihcorporated

by reference to Registrant’s Cuirrént Report on Form 8-K, filed with the Commission on November 16,
2004.)

Amendment to Supplemental Executive Retirement Benefit Agreement dated March 14, 2005 by and
among Harleysville Management Services, LLC and Walter E. Daller, Jr.* (Incorporated by reference
to Registrant’s Current Report on Form 8-K, filed with the Commission on March 14, 2005.)




Exhibit S . :
No. * Description of Exhibits

3

L

(10.7) Employment Agreement dated October 26, 1998 by and among Harleysville National Corporation, -

. Harleysville National Bank and Trust Company and Demetra M. Takes, President and Chief Executive

L (Officer of Harleysville National Bank and Trust Company.* (Incorporated by reference to Registrant’s
aor Current Report on Form 8-K, filed with the Commission on March 25,1999.) . ., ..

(10.8)" ' 'Amendment to Supplemental Executive Retirement Benefit Agreement dated Marchi 14, 2005 by and

.. gmong Harleysville Managément Services, LLC and Demetra M. Takes, President and Chief Executive
Ofﬁcer of Harleysville National Baiik and Trust Company.* (Incorporated by reference to Registrant’s
‘Current Report on Form 8-K, ﬁled with 'the Commission on Match 14, 2005 ) o

(10. 9) Harleysvrlle Natronal Corporatron 1998 Stock Incentrve Plan ** (Incorporated by reference to
' Reglstrant s Reglstratlon Statement No. 333- 7997] on Form S 8 ﬁled wrth the Commlss:on on June 4,
1999.)

‘(1',0. 1.(‘)) Harleysvrlle Natronal Corporatton l998 Independent Drrectors Stock Optron Plan as amended and

restated effectrve February 8, 2001, ** (Incorporated by reférénce to Appendrx“‘A” of Registrant’s
Deﬁnmve Proxy Statement ﬁled with the Commrssron on March 9, 2001 )

(10.11) Supplemental Execuuve Retrrement Benefit Agreemem dated February 23 2004 between Michael B.
. Hrgh Executive-Vice President and former Chief Financial Officer, and Harleysville Management
. Services, LLC.* (Incorporated by, reference to Reglstrant s Quarterly Report on Form:10-Q, filed with
the Commission on May 10, 2004.) ... Wl T A T

(10.12) .; \Employment, Agreement effective April.1, 2005 between Michael B. High, Executrve Vice President
~ .+ and Chief Operating Officer of the Corporatron and Harleysville Management: Services, LLC.*
(Incorporated by reference to Registrant’s Current Report on Form 8:K;filed.with the Commtssmn on
November 16 2004 ). L : _ . -

(10:13) . Amendment to. Supplemental Executrve Retrrement Beneﬁt Agreement dated March 14 2005 by and
among Harleysville Management Services, LLC and Michael B. High, Executive Vice President and
Chref Operating Officer of the Corporation.* (Incorporated by reference to Regrstrant ] Current Report
" on Form 8-K, filed with the Commission on March 14, 2005.} o .

(10.14)  Employment Agreement dated March 9, 2004 between Mrkkalya Murray, Exeeutrve Vree President and
' Harleysvrlle Management Services, LLC.* (Incorporated by reference to Regtstrant 5 Quarterly Report
on Form 10- Q ﬁled with the Commrssron on May 10, 2004 ),

(10.15) Amendment to Supplemental Executrve Retirement Benefit Agreement dated March 14 2005 by and
among Harleysvrlle Management Services, LLC and Mrkkalya Murray, Executive Vice President.*
(Incorporated by reference to Regrstrant s Current Report on Form 8-K, filed wrth the Comrmssron on
March 14, 2005.) ' .l o
(10.16) , Harleysville National Corporatron 2004 Omnibus Stock Incentive Plan, as amended and restated
. effectrve November 9, 2006 * (Incorporated by reference to Registrant’s Current Report on Form 8K,
filed with the Commission on November 15, 2006). T I

"

e

s

(10.17) = Employment Agreement dated August 23,2004 between James F. McGowan Ir, Executtve Vice
° President &, Chref Credlt Officer and Harleysville Management Services, LLC.* (Incorporated by
reference to Regrstrant s Current Report on Form 8- K ﬁled with the Commrssron on August 25, 2004.)

[PELEN )

- '
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Exhibit .- .. Lo e T . Cea . e
No. Descnptton ol‘ Exhibits . ..
(10 18) Supplemental Executtve Retlrement Beneﬁt Agreement dated August 23 2004 between James F
;McGowan, Jr., Exccutive Vice President & Chief Credit Officer, and Harleysville Management
Services, LLC (Incorporated by reference to Registrant’s Current Report on Form 8-K; filed with the
Commrssron on August 25 2004 ), .

(10. 19) Amendment to Supplemental Execmrve Retlrement Beneﬁt Agreement dated March l4 50‘05 by and
among Harleysville Management Services, LLC and James F: McGowan, Jr.,-Executive Vice President
& Chief Credit Officer.* (Incorporated by reference to Reglstrant s Current Report on, F orm B- K ﬁled

T ty, rn

e w1ththeComm1551on onMarch 14, 2005) fore it e

(10.20)° Ernployment Agreement dated September 27 2004 between John Elsele Executwe Vrce President &
Premdent of Mlllenmum Wealth Management and anate Bankrng, and  Harleysville Management '

iy

e

Commtssmn on September 29 2004. )

(10.21)  Supplemental Executive Retirement Benefit Agreement dated September 27, 2'00;4 between John Elsele
Executive' Vice President & President of Millennium Wealth Management dnd Private Banking, and -
Harleysville Management Services, LLC.* (Incorporated by reference to Reg1strant 5 Curnent Report,on
Form 8-K, filed with the Commission on September 29, 2004.) N

(10.22) ,, Amendment-to Supplemental Executive Retirement Benefit Agreement dated March, 14, 2005 by.and
among Harleysville Management Services, LLC and John Eisele, Executive -Vice President & President
of Mtllenmum Wealth Management and Private Banking,* (Incorporated by | reference to Reglstrant s

" Current Report on Form 8-K f'rled w1th the Commtssron on March l4 2005 ) o

(]0 23) Employment Agreement eﬁ‘ectlve Januar} 1, 2005 between Gregg J. Wagner Presrdent and Chief .
5 B yecutive Officer of the Corpnratlon and Harleyswlle Management Services, LLC.* (Inéorporated by
reference to Registrant’s Clirrent Report on Forih 8-K filed with ‘the Commtssron ofi November 16,

e

2004.)
(10.24)  Amendment to Supplemental Exccutive Rétirément Benefit Agreement dated March 14, 2005 by and
# 4 .. ¢ o, --among Harleysville Management Services, LLC and Gregg J. Wagner, the current President and Chief

Executive Officer of the Corporation.* (Incorporated by reference to Regtstmnt s:Current Report on
Form 8-K, filed with the Commission on March 14, 2005.)

7+ (10:25) ¥ Commplete Séitlement Agteemenit and Gefieral Reléasc datéd Novembeér 29, 2006 and effective
December 8, 2006 between Gregg J. Wagner and Harleysville Nationil Corporation, Harleysville
National Bank and Trust Company and Harleysville Management Services, LLC .* (Incorporated by
reference to Registrant’s Current Report on Form 8-K, filed with the Commission on December 13,
2006.

' (10.26) Employment Agreement dated May 18, 2005, between George S. Rapp, Senior Vice President and
Chief Financial Officer, and Harleysville Management Services, LLC.* (Incorporated by reference to
Registrant’s Current Report on Form 8-K, filed with the Commission on May 20, 2005.)

(10.27)  Stock Purchase Agreement dated June 30, 2005, between David R. Kotok & Associates, Inc.,
Harleysville National Corporation and Harleysville National Bank and Trust Company. (Incorporated
by reference to Registrant’s Current Report on Form 8-K, filed with the Commission on July 1, 2005.)

(10.28)  Amended and Restated Declaration of Trust for HNC Statutory Trust 1 by and among Wilmington
Trust Company, as Institutional Trustee and Delaware Trustee, Harleysville National Corporation, as
Sponsor, and the Administrators named therein, dated as of September 28, 2005. (Incorporated by
reference to Registrant’s Quarterly Report on Form 10-Q/A, filed with the Commission on November,
9,2005.)
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- (10.29) - Indenture between Harleysville National Cotporation, as Issuer, and Wilmington Trust Company, as

Trustee, for Fixed/Floating Rate Junior Subordinated Debt Securities, dated as of September 28, 2005.
(Incorporated by reference to Reglstrant 5 Quarterly Report on Fonn 10-Q/A, filed with the Commission
on November, 9, 2005.) .

(10.30)  Guarantee Agreement between Harleysville National Corporation and Wilmin'gton Trust Company,
dated as of September 28, 2005. (Incorporated by reference to Registrant’s Quartcrly Report on Form
- 10-QYA, filed with the Commission on November, 9, 2005.)

(10.3 1) Employment Agreement effective July 12, 2006 between Lewis C. Cyr, Chlef Lendmg OffTicer of the
Corporation, and Harleysville Management Services, LLC. * (Incorporated by’ reference to Registrant’s
Current Report on Form 8-K, filed with the Commission on July 12, 2006) ST v

an. ~ Computation of Eamings per Common Share, mcorporated by reference to Part 11, Item g, !
. Footnote 15, “Earnings Per Share,” of this Report on Form 10-K B ]
2D . Subsidiaries of Registrant . : , !
(23) Consent of Grant, Thomnton LLP, Independent Reglstered Public Accountmg firm,- !

(3L1L1)  Certification of the Chief Executive Ofﬁcer pursuant to Section 302 of the Sarbanes Oxley Act
of 2002, filed herewith. ' '

(31.2)  Certification of the Chief Financial Ofﬁcer pursuant to Section 302 of the Sarbanes—Oxley Act-
of 2002, filed herewith. v

(32.1)  Certification of the Chief Executive Officer pursuant t0'18 U S.C. Section l350 as adopted pursuant
to Section 306 of the Sarbanes- Oxley Act of 2002, fited herew1th B ;l

(32.2)  Certification of the Chief Fmancml Off' icer pursuant to 18 U.S. C. Section 1350 as adopted pursuant :
to Section 906 of the Sarbanes- Oxley Actof 2002 filed herewith, .

o

* Management contract or compensatory plan arrangement

O LR .

**  Shareholder approved compensatory plan pursuant to which the Reglstrant s Common Stock may be issued to employees
of the Corporation, - - - - . C e

L . S
*** Non-shareholder approved compensatory plan pursuant to which the Reglstrant s Common Stock may be issued to

employees of the Corporanon . — ) ‘ e

-




. - _ Exhibit21
S .- HARLEYSVILLE NATIONAL.CORPORATION . - -~ "}’
SUBSIDIARIES
Name Jurisdiction of Incorporation

Harleysville National Bank and Trust Company....................... Pennsylvania
. Comerstone Advisors Asset Management, Inc.................. S Pennsylvania .
*"™ Comerstone Financial Consultants, Ltd.. . ......... J " Pennsylvania
.- Corerstone Institutional Investors, Inc......:...... e e Pennsylvania
HNB Auto Sales, LLC......... ... ..o Pennsylvania
" HNC Insurance Agency, Inc......... ... ... . cocoven... R " Pennsylvania
, Harleysville Management Services, LLC.................... R _ Pennsylvania .
HNC Financial Company. ... ........ouiiint i i iaan. Delaware
’xl o r L - » . - - . - - .
HNC Reinsurance COmpany ... ...ttt e Arizona ‘
Harleysville Statutory Trust T ... .......oooveeeene.... D SO Connecticut
HNC Statutory Trust 1I. ... . .. S Y " Delaware
- HNC Statutory Trust IIL. . ... o lir P N " Delaware -
. A
; * .~ at




TRRLEN ' Exhibit 23
CONSENT OF INDEPENDENT ‘REGISTERED PUBLIC ACCOUNTING FIRM
SV T

LI TR b T m A K i Tyttt oy
* - . i _— . L.
T et . N L MY et s,

We have 1ssued out teports dated March 2, 2007, (whlch mcludes in explanatory paragraph relatmg
to the apphcauon of Statement of. Fmancnal Accounnng Standards Nos. 123(R) ands158 as of December 31,

l{' ,-;1;41

2006) accompanymg the consolidated financial statements and management s assessment of, the effectiveness
of internal ¢ontrol over financial reporting included in the 2006 Annual Réport of Harleysvﬂle Nanona.l
Corporation ainsd eubsndianes on Form 10-K for the year énded December 31, 2006 We hereﬁby consent to
the i 1ncorp0rat|0n by reference of satd reports in the Reglsttauon Statements of Harleysvnlle Nanonal
Corporation on Forms S-8 (File No 33 69784, effectlve October 1, 1993, Ftle No 333-17813, effectlve
December 13, 1996, File No. 333-79971, effective June 4, 1999, and File No. 333-79973, effective Juné 4,

1999, File No. 333-116183, effective june 4, 2004, File No. 333-139579, effective December 21, 2006).

Gt Voo PP

Philadelphia, Peansylvania
March 2, 2007




ST Exhibit 31.1
CERTIFICATION : .

1, Demetra M. Takes, Interim President, Chief Executive Officer and Director, cenifj, that; s

1. 1 have reviewed this annual report on Form'10-K of Harleysville National Corporation. *'' ™~ "4

2. BaSedon my knowledge, the annual report-does not contain any untrize Statement of a-material fact or omit -

to statea matenal fact necessary to make the statements made, in light of the circumstancés under which
such statemerits were made, not misleading with respect to the period covered by this annual report o

3. Based ofr' my" knowledge the financial statenients, and other financial information included in this'annoal
-report !fairly present in all material respects the financial condition, résults of operations and cash flows of
the reg1strant as of, and for, the periods presented in this annual rcport’ - EIER

4. The: reglstrant s other cemfymg officer and I are responsible for estabhshmg and mamtammg dlsclosure
~ controls and' procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and internal ‘control
over finanicial reporting (as'defined in Exchange ‘Act Rules*13a-15(f) andI’5d- 1:5(f)) for the regrstrant and
have: s

(a)- Des1gned Such'disclosure comrols and “proceduires, or caused such’disclosiire ‘controls and’ procedures to
be'designed'undér Gur supervision; to'ensiire that material mformatlon relatitig to the registrant,
including its conselidated subsidiaries, is made kdown to us by dthers-within those entities, particularly

YL e b

during the period in which this report is being prepared; - Pt

" (b) ""Designed'such internal control over financial reporting, or caused such interrial control over financial
- " "reporting to be designed under our supervision; to provide reasonable assurance regardmg the reliability
" *of findncial reporting and the preparation of financial statemnents for extemal purposes in accordance
with generalty accepted accounting principles; . ‘ -

~{(¢) ' Evaluated the effectivencss of the registrant’s disclosure controls and procedures and presented in this
- feport our conchisions about the effectiveness of the disclosure’ controls and proceclures as of the end
of the perrod covered by this report based‘on such'gvaldation; and " «'"+ © 7 -t

(d)' *Disclosed in'this report any ¢hange in'the reglstram s'intérnal control over financial repbrtin'g' that -
occurred during the registrant’s most'recent fiscal quarter (the registrant’s fourth fi scal quarter in the
- -case of'an ahnual report) that has materially affected, or is reasonable likely to matenally affect, the
registrant’s internal control over financial reporting; and -« ¢+ ¢ b

PN ¢

5: ' The régistrant’s other ceml’ymg officer and [ have ‘disclosed, based on our miost recent evaluation of infernal
control over financial reporting, to the registrant’s auditors and the audit commrttee of the reglstram s'board
of directors (or persons performing the equwalent funictions): o B
(a) AlY srgmﬁcant deﬁcrencres and material weaknésses in the ‘design of operatron of internal control over
finaficial réporting which are reasonably llkely to adversely affect the reglstram s ablllty to record
process, summanze and report financial’ information; and’* ‘ !
(b) Any fraud whethet or not materral that involves management or other employees who have a
significant role in the reglstrant § internal control over financial reporting; '
S Date: March 2, 2007
By: .
. . R
W

Interim President, Chief Executive Officer and Director
Harleysville National Corporation

RERRY _—




Exhibit 31.2

1

CERTIFICATION

L George S. Rapp, Executive Vice President and Chief Financial Officer, certify, that:

1.
2.

By:

I have reviewed this annual report on Form 10-K of Harleysville National Corporation.

Based on'my knowledge, the annual report does not contain any untrue statement of a material fact or omit
o state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this annual report.

Based on my knowledge, the financial statements, and other financial information included in this annual
report, fairly present in all material respects.the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this annual report.

The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and internal control
over financial reportmg (as defined in Exchange Act Rules 13a-15(f) and 15d-1 5()) for the registrant and
have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
_be designed under our-supervision, to ensure that material information relating to the registrant,
. . including its consolidated sub51dlarles is made known to us by others within.those entmes particularly
during the permd in which this report is bemg prepared,

(b) Designed such internal control over financial reporting, or caused such internal control over financial
_reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles; ‘

(¢) _Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of
the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal controt over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonable likely to materially affect, the
registrant’s internal control over financial reporting; and . -

The registrant’s other certifying officer and 1 have disclosed, based on our most recent evaluation of internal

control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of

directors (or persons performing the equivalent functions): .

(a) Allsignificant deficiencies and material weaknesses in the design or operatlon of internal control over
financial reporting Wh]Ch are reasonable likely to adversely affect the registrant’s ability to record,
process, summarize and report fi inancial information; and . .

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 2, 2007

Executive Vice President and Chief Financial Officer
Harleysville National Corporation




R ' : Exhibit 32.1
| HARLEYSVILLE NATIONAL CORPORATION
CERTIFICATION

PRINCIPAL EXECUT[VE OFFICER -
PURSUANT TO 18.U.S. C SECT[ON 1350

In connection with the Harleysville National Corporation Annual Report on Form 10-K for the period.
ending December 31, 2006, as fi led with the Securities and Exchange Commnssmn (the “Report™), I, Demetra M,
Takes, Interim President, Chief Executive Officer and D1rector certify, pursuam to.18 U.5.C. Section 1350 as
added Section 906 of the Sarbanes-Oxley Act of 2002, that

.. The Report fully compties with the requirements of Sectlon 13(a) or lS(d) of the Securmes Exchange
* Act of 1934; and

2. . To my knowledge, the.information contained in the Report fairly presents, in all material respects, the
.. fnancial condition and results of operanons of the Company as of and for the period covered by the
Report.

heFatmy ., T T

Interim President, Chief Execunve Officer and
. Director

Harleysville National Corporation : - IV
Date; March 2, 2007




A T L ' Exhibit 32.2
HARLEVSVILLENATIONAL CORPORATION
CERTIFICATION
- PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18°U.S/C. SECTION 1350

In corinection with the Harleysville Natlonal Corporatlon ‘Annuat Report on Form 10 K for the perlod
endmg December 31, 2006, as filed with thé 'Securities' and Exchange Commission (the “Report”) I, Geéorge' S e
Rapp, Executive Vice President afidChief Financial Officer of‘ the Company, certlfy pursuant to 18 U S C .
Section 1350, as added Section 906 of the Sarbanes-Oxley Act 6f 2002 that?' "= <+ BRSGRNEN L-' . ‘3 )

- 1v ' The Réport fully comphes with'the reqmrements Jf-Section' 13(d) or 15(d) of the Securities Exchange
Act of 1934; and S TR

~ 27 "To my knowledge : the’ 1nformat10n contalned in the Report fairly’ preserits; in’ all material respects the
“financial condition‘and résults of operations of the' Company as ofaiid for the period covered by the
Report. _ 5

3 * . St
By: ) et

—— g \J\}..__“.‘, Y et

Executive Vice President and . R R T R T e ) Y
Chief Financial Officer ) : : W o
Harleysville National Corporation : : e e e v et
Date: March 2, 2007 TS




NOTICE OF ANNUAL MEETING OF SHAREHOLDERS
TO BE HELD ON APRIL 24,2007 '

TO THE SHAREHOLDERS-OF HARLEYSVILLE NATIONAL CORPORATION:
K
NOTICE IS HEREBY GIVEN that the Annual Meetrng of-Shareholders of Harleysv1lle Natlonal
Corporation will be held at 9:30 a.m., prevailing time, on Tuesday, April 24, 2007, at Presidential Caterers, 2910
DeKalb Pike, Norristown, Pennsylvama 19401, for the followmg purposes: o D .

1. To elect two Class A Directors: Harold A. Herr and Stephame S. Mitchell each for a term of 4 years

2. To transact any other business properly brought before the Annual Meetlng and at any adjoumment or
postponement-of the meeting.

In accordance with the by-laws of the corporation and action of the Board of Direetors, only those
shareholders of record at the close of business on March 7, 2007, will be entitled to notice of and to vote at the '
Annual Meeting and any adjournment or postponement thereof. S ne
r A copy of the corporation’s Annual Report for the fiscal year ended December 31, 2006, 'aee‘o'mpanies this
Notice. Copies of the corporation’s Annual Report for the 2005 fiscal year may be obtained at no cost by .
contacting Liz Chemnitz, Senior Vice President and Assistant Secretary of the corporation, Harleysvrlle National
Corporation, 483 Main Street, P.O. Box 195, Harleysvrlle Pennsylvama 19438-0195, telephone (215) 256- 8851

. Your vote is 1mportant regardless of the number of shares that you own. Please sign,- date and retum the
enclosed proxy card, or follow the instructions provided for voting via telephone or the internet.” Giving your proxy
does not affect your right to vote in person if you attend the meeting and give written notice to the Secretary of the
corporation. : '

Ty .
ooy 5

BY ORDER OF THE BOARD OF DIRECTORS,

Walter E. Daller, Jr.
* Chairman of the Board

March 22, 2007,
Harleysville, Pennsylvania

]




PROXY STATEMENT _
Dated and to be mailed March 22,2007 =~ ., '
HARLEYSVILLE NATIONAL COEPORATION SRR o

- . . - . . 483 MAINSTREET ETE
HARLEYS\/"ILLE PENNSYLVANIA 19438-0195 e
(215) 256-8851
. ANNUAL MEETING OF SHJAREHOLDERS
* TO BE HELD ON APRIL 24,2007 -
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Questions and Answers

‘What am Lveting.on?: .o 0 0 0 a0 - o .

e To elect 2 Class A Directors:
= Harold A. Herr . LA . ) "y , A
. Stephanie S. Mitchell TR ; _— I VR

Hawdoes drscreﬂonaryauthar:tyapp{v? Coan : T S

1 "' ’
" Ifyou srgn your proxy card and do not make any selectlons you grve authonty to Louis P. Spmelll, |
Executive Vice President, and Tracie A. Young, Senior Vice President and Chief Compliance Officer, to vote on
the proposals and any other matters that may arise at the meeting. -+ w1 Lt e S oty
lsmyvo!econfdennal’ < o L ST T
| Yes Only the mspector 'ADP lnvestor Commumcanon Servrces Shareholder Servrces and certam
employees have access to your card. All comments remain confidential unless you ask that your name'be’
disclosed. - : : C . L.

Whorsentrtledtavote" Coa R . o o AT

Shareholdcrs on the record date, whtch 15 the close of busmess on March 7 2007

R Lhe e £ T e e

How many votes do 'l have?
L i . . i ' Lo ol Lt t. R T

- Each share of common stock is-entitled to one,vote. . . . - P,

- J;. .
How dalvote’ o o e

. . .
‘.l"f" PR T A B Lo 3

You may vote by completmg and retummg the enclosed proxy card or by voting in person at the meetmg
In addition, you may be able to vote via telephone or through the Internet, d$ déscribed “inder Votrng Méthods ™'
below. . T L e Lo A
1 N ".:' Iij" P . ‘ L [N (I . ‘,-.,-"‘,i'-‘.,' '\1' "-'-'_'.,,‘
You have‘the-right to vote and, if desired, to revoke your proxy at any time before the ‘Annual.Meetmg_: e
o by giving written notice of,revocation to the Secretary of Harleysville National Corporatlon at483. . -
Main Street, P.O. Box 195, Harleysvrlle PA 19438-0195;
o by executmg a later dated prOxy and giving writtén notice thereof to the Secretary of the corporatron
or : : o bt 2
- e by votmg in person after gwmg wrltten notrce to the Secretary .of the corporatron ' o
) i [ v e i : .
Should you have any questions, please call Harleysvrlle*Natlonal Corporatton Shareholder Services, 800-
423-3955 ext. 62305 ' oo R _ C.

LI

) Votmg Methods

W et e
. et

Voting by Proxy. You may vote by completing and returning the enclosed proxy. Your proxy w1ll be voted in
accordance with your instructions. If you do not specify a ch01ce on one of the proposals descnbed in thrs proxy
statement your proxy will be voted as recommended by the Board of Drrectors o o .

. 41

¢

ON YOUR PROXY CARD: * - - AT A R
s Mark your selections : ' SR
e ' Date and sign your name exactly as it appears on your card

& Mail to ADP Investor Communication Services, in the return envelope




Questions and Answers (cont'd)

Voting by Telephone or Internet. You may vote via the telephone or electronically through the Internet by
following the instructions included with your proxy card.

Voting in Person. If you atiend the meeting, you may deliver your completed proxy card in person Or you may
vote by completing a ballot which will be available at the meeting. :

The last vote you submit chronologically (by any means) will supersede your p'rior vote(s). If you vote via
_telephone or the Internet and later decide to attend the annual meeting, you may cancel your previous vote and vote
in person at the meéting. ‘ e

N *

What is the total number of HNC shares outstanding? -

As of March 7, 2007,.28,967,135 shares of the corporation’s common stock were issued and outstanding.
No shares of preferred stock are outstandmg The corporationt is currently authorized to issue 75,000,000 shares of
common stock par value $l (0 per share, and &, 000 000 shares of' series preferred stock par value $l 00 per share.

What constitutes a quorum? ,

A majority of the outstanding shares constitutes a quorum if pre'sent' or represented by proxy at the Annual
Meeting. If you vote by proxy card, you will be considered part of the quorum. : '

+

How does a shareholder communicate with the corporation's Board of Directors? "

The Board of Directors does not have a formal process for shareholders to send communications to the
Board. Due to the mfrequency of shareholder communications‘to the Board of Directors, the Board doés not
believe that a formal process is necessary. However, only written communications received by the corporatlon
from shareholders are shared with the full Board no later than the next regularly scheduled Board meetmg

When are rke shareholder proposals due for the Year 2008 Annual Meetmg”

o

If a shareholder wants us to include a proposal in our proxy statemem for presentation at our 2008 Annual
Meeting of shareholders, the proposal must be submitted in writing by Friday, November 23, 2007, to the Secretary
of Harleysville National Corporation at 483 Main Street, P.O. Box 195, Harleysville, PA 19438-0195.

How does a shareholder nominate a director of Harleysville National Caipdraiion’

Under our by-laws, nominations for dtrector may be made only by the Board of Dlrectors or the
Nominating Committee of the Board of Directors, or by a shareholder of record entitled to vote. In order for a
shareholder to make a nomination, the sharcholder must provide a notice with information arid materials required
by the by-laws to our Corporate Secretary not less than 45 days prior to the first anniversary of the record date of .
the preceding:year's Annual Meeting. For our Annual Meeting in the year 2008, we must receive this notice on or
before January 23, 2008. You can obtain a copy of the full text of the by-law provision by writing to the Secretary
of Harleysville National Corporation at 483 Main Street, P.O. Box 195, Harleysville, PA 19438-0195.

Who is respomrble for the solicitation axpenses”

. ADP lnvestor Commumcatton Servnces will assrst in the dtstrtbutlon of proxy matenals and solicitation of
votes. The corporation is resp0n51ble for expenses related to distribution of proxy materials and solicitation of
votes and will reimburse ADP Investor Communication Services, stockbrokers and other custodians, nominees and
fiduciaries for their reasonable out-of-pocket expenses for forwarding proxy. and solicitation material to the owners
of the corporation’s commeon stock.




_ Information/Corporate Governance page of our website at www.hncbank.com.
. A - ¢ L f! L i \

Proxy Statement Coe

This Proxy Statement is furnished aspart of the'solicitation of proxies by the Board of Directors of
Harleysville National Corporation for use at the Annual Meeting of Shareholders to be held at 9:30 a.m., prevailing
time, on Tuesday, April 24, 2007, at Presidential Caterers, 2910 DeKalb Pike, Norristown, Pennsylvania 19401.

~ This Proxy Statement and the form of Proxy are first being sent tp‘ Shareholders on approxiplgtely March 22, 2007.

Corporate Governance e
\ . .
AP T S P '{: o, g,"'i-"’ Lt T Loy "J.'_l( 1M LI o . o ’ T, . er A '
The corporation operates within a comprehensive plan of corporate governance for the purpose of defining
responsibilities, setting high standards of. professional and personal conduct and assuring compliance with such
responsibilities and standards. The corporation regularly monitors.developments-in the area of corporate ., - -

governance. The’Nominating and Corporate Governance Committee Charter is available on the Investor s * . - 5

:

A N AN TR R ATE St Th SR .o v R I -
‘During 2006, a majorityof the members of the corporation's Board of Directors are independent within the'.
meaning of the independence standards of the NASDAQ Stock Market, Inc:, as currently in effect: namely, Walter
R. Bateiman, 11, LeeAnn' B. Bergey; Harold A: Herr, Thomas €. Leamer, Stephanie S. Mitchiell, A. Ross Myers and *
James A."Wimmer. .Each of the nominees for director at'this year’s annual meeting is independent within these ~ -
stafidards. ~+ rer e Ve R b T e e T T A :

. Fho o el e e e h S !

N
KT S SRR S S {

[ 1

ectors’ independence, the.board of directors considered loan transactions between the!

v

- In determining the dir
Bank and-the directors;their family. members and businesses'with whom they ‘are associated; as well as any - . u
contributions made to non-profit organizations with whom the directors are associated. . ]

The table below includes'adéscripiion of other catégotics of typés of transactions, relationships or
arrangements considered by the board (in addition to those listed above) in reaching its determination that the
directors are independent. ‘ ' : T

Name " “Independent Other Ti’éﬁszici;idns]RélatiBﬁs'hips:;Afraligerlilents‘ AR
Mr. Bateman Yes - : : ‘
Ms. Bergey _ Yes Payments to associated business for banking-related services ..+ . - |
Mr. Herr Yes
Dr. Leamer. - 2 it - Y€8au o 0 i o L T e e o
Ms. Mitchell ©  ohi Yes it tus con i oo L R TR TRRR TP S CuTe
MTr. MYBI'S : YGS; s f; T T L e Bl : ” "".""J PR L [ L PR
Mr. Wimmer Yes Payments for leg?l services primarily related to debt collection and morigage
N co X L B T I PV T A ool Lo

LS S Difareclosures -

T

In-each case, the board determined that nong ofthe transactions above impaired the independence of the
director. For more information regarding related party transactions, please refer to the corporation’s disclosures - on
page 32. . . ' o

4 PR 1. v
P P

Code of Ethics

Fold
v s A

We have also adopted a Code of Ethics for directors, officers and employees of the corporation. It is.
intended to promote honest and ethical conduct, full and accurate reporting and compliance with laws ds well as
other' matters. The Cbgi§: of Ethics is available on the Investor Information/Corporate Governance page of our
website at www.hnéb'énk;com. o o o

.

-

v




Proposal No: 1 (R

Electlon of Class A Dlrectors EER i .

PR
Nommees for election this year 2 are

4 e

e Harold A. Herr = director since 1987 * - +. * ® I
e Stephanie S. Mitchell — director since 2002

. Fach nommee has consented to serve a 4- year term and until their SuCCessors are quahﬁed and elected

1 L '

Dlrectors are elected by a plurallty of votes cast at the meetmg'~ “P]urallty means that the nominees

receiving the largest number of votes cast are elected as-directors up to the maximum number of d1rectors to be
elected at the meeting. At our meeting,'the maximum number of directors to be elected is two. “*. '

The by-laws of Harleysville Natlonal Corporatlon pr0v1de that the Board of Directors w1]l not have less
than 5 members or more than 25.members., The:Board of Directors is divided into-4 classes. Each class is elected
for a 4-year term. The Board of Directors has authority.to:fix the number of directors-in each class and the
authority to change that number at any time. No person may be elected to serve as a director who is not of legal

" age. No person over 72 may serve as a director. The. Board of Directors has fixed the number of Board members at

9, with 2 directors in Class A, 3 directors 1n each of Classes B and D), and 1 director in Class C. Section 11.1 of the
by-laws requires that a majority of the remaining members of the Board of Directors select and appoint directors to
fill vacancies, even if the number of remaining members is less than a quorum. Each person who-is appointed in
this manner serves as a director until the explratlon of the term of office of the class: of directors to which he or she
was appointed. . . ST PR S PO

The Board of Directors recommends a vote FOR the electien of these Class A Directors.

H . [T T "

Principal Owners

No business group or person owns more than 5% of the corporatlon s total outstanding shares of common

stock as of March 7, 2007

Beneficial Ownership by Directors, Officers and Nominees - ' : ‘ :

The following table indicates the amount and percentage of the corporation’s total-outstanding shares of
common stock beneficially owned.by each named executive officer, director and nominee for director and-by all
directors and officers of the corporation and its subsidiaries as a group, as of March 7, 2007.

None of the corporation’s directors, nominees for director, or named executive officers have pledged as
security any of their HNC common stock.

‘ ) _ Right to Acquire
' Common Stock within S - o '
Beneficially 60 days of Percent of -
Name Owned March 7, 2007 (1) Total (2) Class
Directors : '
Walter R, Bateman, II (3) 3,711 19,729 23,440 *
LeeAnn B. Bergey (4) - ‘ « 9288 y 45812 7 - . 55;100. . *
Walter E. Daller, Ir. (5) . 537,608 v 287,753 825,361 oL 275%:
Harold A. Herr (6) - ‘ . 39,648 . 52613 . 92,261 *
Thomas C. Leamer (7} 143 13,651 13,794 *
Stephanie S. Mitchell (8) 100,733 13,651 T 114,384 *
A. Ross Myers (9) 54 -0- 54 *
Demetra M. Takes (10) 60,022 9,627 69,649 *
James A. Wimmer (11} 817,087 27,481 844,568 2.82%




Beneficial Ownership by Directors, Officers and Nominees (continued)
co . - . Right to Acquire S Y
Common Stock within Yo . . ]
Beneficially 60 days of ) Percent of
Name ' * Owned Mareh 7, 2007 (1) . -Total (2) Class
Other Namiéd Executive Officers e ) : '
George S. Rapp (12) - R I 1,176 1,327 *
Michael B. High (13) . ' C 723740 . 12,562 +fv 19,799 - *
John W. Eisele (14)- ,o13919 . -0 h 13,919 *
James F. McGowan (15) 3,285 . 4,540 78257 *
Mikkalya W. Murray (16) ey T 21,563 . L D- 21,563 *
Gregg J. Wagner (17) o 26,335 " -0- - 26,335 *
All Directors and Executive ..~ v 1594912 0 - . 491,066 2,085,978 - - 7.0%
Officers as a Group (] 5 persons) ' C ' (18)
*Less than one percent {1%) unless otherwme mdlcated

(1) Shares that may be acquired upon the exercise of vested stock options through May 6, 2007.

(2) Includes shares for which the named person:
» has sole voting and investment power,
e has shared voting and investmént power with a spouse

(3) Class B Director whose term expires in 2008. Ownershlp includes 546 shares held solely by Mr. Bateman’s
spouse.

(4) Class B Director whose term cxplres in 2008 8, 393 shares held solely by Ms. Bergey and 895 heldjomtly
with her spouse.

(5) Class D Director whose term expires in 2010 Ownershlp includes the following:
e 41,329 shares held solely by Mr. Daller’s spouse, and
e 73,583 vested stock options held by an Irrevocable Trust for the benefit of Mr. Daller's 3 children.

(6) Class A Director whose term expires in 2007 and nominee for Class A Director whose term will explre in
2011 Shares held solely by Mr.Herr. '

(7y Class D Director whose term expires in 2010. Shares held solely by Dr Leamer.

(8) Class A Director whose term expires in 2007 and nominee for Class A Director whose term will expire in
2011. : .
Ownership includes the followmg -
e 16,100 shares held by Ms. Mitchell’s spouse

¢ 43,410 shares held by her company, and
e 3,180 shares'held by a trust for which Ms, Mitchell acts as Co-Trustee.

(9) Class D Director whose term explres in 2010. Shares held solely by Mr. Myers. T

(10) Class B Director whose term expires in 2008. Ownership includes 5,342 shares held so[ely by parent living |'
in Ms. Takes’ home. - Fo . _ '

(11) Class C Director whose term explres in 2009. Ownershlp includes the followmg i
e 619,696 shares held solely by Mr. Wimmer’s spouse, and '
. 15,887 shares held by a trust for which Mr, Wimmer acts as Co-Trustee. ' i

(12) Exccutive Vice President and Chief Financial Officer. Shares held solely by Mr. Rapp.

(13) Executive Vice President and Chief Operatmg Ofﬁcer Shares held solely by Mr. High.

(14) Executive Vice President and Presxdent of Mlllenmum Wealth Management and Private Banking. Shares
held solely by Mr. Eisele.

(15) Executive Vice President and Chief Credit Officer. Shares held solely by Mr. McGowan. :‘

(16) Shares held solely by Ms. Murray, who ceased to be an executive officer prior to January 1, 2006 and who ”
resigned effective September 1, 20006, -

(17) Shares held solely by Mr. Wagner, who left the company effective September 26, 2006.

(18) The percent of class assumes the exercise of all outstanding options issued to directors, employee directors,
and officers and, therefore, on a pro_forma basis, 29,992,673 shares of common stock outstanding.
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‘DIRECTORS

Two directors will be elected at the Annual Meeting to serve as Class A Directors each to serve for a 4-year

term expiring in the year 2011,

Name

Age .

L

Principal Occupation
Jor Past Five Years and
Position Held with the Corporation

Class A Directors to Serve Until 2007 (Nommees for Class A Director To Serve Until 2011}

Harold A. Herr

Stephante S. Mitchell .

Class B Directors to'Serve Until 2008+ -
Demetra M. Takes

Walter R. Bateman, 11

LeeAnn B, Bergey

Class C Directors to Serve Until 2009

James A, Wimmer

Class D Directors to Serve Until 2010
Walter E. Daller, Jr.

59

58

56

59

Partner — Albert S. He:rr & Sons;
Real Estate Development; Director of
Harleysville and Harleysville National Bank

" "Secretary, Director — R. C. Smith Industries, Inc;

Secretary/Treasurer, Director - Cole Candy &
Tobacco Co., Inc.; Director of Harleysville and
Harleysville National Bank; Member of HNB
Western Regional Adwsory Board

oo
.‘. 2

Interim President & Chief Executive Officer é'nd

Director of Harleysville; President & Chief .

. Executive Officet and Director of Harleysvtl]e
“National Bank; Member of HNB’s Western
Reglonal & Northern Reglona] Adwsory Boards

Chlef Executlve Officer — Polestar Inc;

, Retired Chairman & Chief Executive Ofﬁcer -
Harleyswlle Group, Inc. & Harleysville Mutual
Insurance Company; Director of Harleysv:lle

© 4nd Harleysw]]e National Bank

53

66

67

LI

Thomas C. Leamer _

A. Ross Myers

65

57

Chief Executlve Ofﬁcer — BTG Holdings, L1.C; l

. Director of Harleysville and Harleyswl]e

Natlonal Bank

Attorney-at-Law — Philip & Wimmer; Director * -

of Harleysville and Harleysville National Bank;
Member of HNB Northern Regxonal Advisory
‘Board

MR

Chairman of Harleysville and Harleysville
" Natiénal Bank; Member of HNB’s Western -

Regional & Northem Regional Advisory
Boards; Retired Chief Executive Officer of

. Harleysville and Harleysv1lle National Bank;
Chairman, President and Chief Executive

- Officer of Harleysville and Chairman of
Harleysville National Bank from 1981 to 2004

President — Delaware Valley College; Director
of Harleysville and Harleysville National Bank

Chief Executive Officer, American
[nfrastructure; Director of Harleysville and
Harleysviile National Bank

Director of
Corporation
Since

- 1987

2002

2005

2002

1999

2000

1977

2003

2006




Meetings and Committees of the Board of Directors L § . S
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‘ v ‘ o Nominating/
Board Membe; Alt ended 20(.]6 Annual . Corporate Board - Audit C'olmpensation - Executive  #. .Corporale
' Meeting: " " Governance
R. Bateman, Il . ' v v v | - L .u‘
B. Bergey . v v v . v y
E. Daller, Jr v v v
A.Herr - e v " '» v : v T
C. Leamer 4 v v o IRED I A
S. Mitchell T e v v o v, .
R. Myers (1) .- Lot L v . o w
M. Takes = - v L v 3 ‘ '
. Wimmer (2) o v ! e nt v fua v -
" Meetings Held in 2006 g 14 - - 7 - R
(1) Appointment effective May 11,2006..  , - e e et
L@ Appmmed 10 Audlt& Executive commltlees efl'ecuve Oclober 12 2006 " - ' K ‘Il RS ‘ PEEE '
Ny . . . .
Audit Commnttee. b P e e

The Audlt Committee held 9 meetings during fiscal year 2006. All members of the:committee are non-
executive, independent (as independence is currently defined in Rule 4200(a)(15) of the NASD llstmg

" standards and Section 10A of the Securities Exchange Act of 1934 as amended) and possess the required level

" The Audit' Committee has also adopted 4 Whistleblower Pohcy to énable conﬁdentlal and anonymous reportmg

of fi nanmal llteracy Each is free from any relationship that would 1nterfere with the exercise of hlS or her
1ndependentjudgment o P L ' P

! ¥ -

During 2006, Walter R. Bateman, 11 was the committee's financial expert, as défined by SEC regulatidns and
chaired the committee. Other members of the committee include independent directors LeeAnn B. Bergey, -
Thomas C. Leamer and James A. Wimmer.

- .
e o

The Aud1t Committee operates under a formal charter that govems its dutles and conduct The Audlt ' . e
Committee Charter s available on the. Investor Informahon/Corporate Govemance page of our websne at, S

www.hncbank.com. Grant Thomton LLP the corporatlon 5 reglstcred publlc accountlng ﬁrm reports dlrectly )
to the Audlt Commlttee ‘ e - Y '

' . .,.-*. Cp i o a,

The Audit Committee, consistent with the Sarbanes Ozxley Act of 2002 and the rules adopted thereunder meets
-with management and 'the auditors prior to the filing of officers' certifications with the SEC toTeceive
information concerning, among other things, significant defi cnenc1es in the design or* operatlon’of internal *,

controls., L e v

" to the Audit Committee. The policy is also available on the Investor Informatlon/Corporate Govemance page

" of our website at www.hncbank.com.” . . L

. 'wcbsne at www. hncbank com, ‘ h v . .

4 0

e . [ v,
Compensatlon Commlttee. . ' '

. \ . L B . R .- .
' i . % P PR N CRC RO

The Compensation Committee administers executive compensation programs; policies and practices; and acts
in an advisory role on employee compensation. All members of the committee are mdependent (as
indépenderice is currently defined in Rule' 4200(a)(15) of the NASD llstmg standards.) The members are -
Harold A. Herr, Chalrman Stephanle'S Mltchell and A Ross Myers The commlttee met 14 tlmes durmg
2006. © : A v

B - g . . . . . ot B N
), . 3 . i O L o NN h

The Compensatlon Committee operates under a formal charter that governs its duties and ‘conduct. The
Compensation Committee Charter is ava1lable on the Investor InformanonfCorporate Governance page “of our
LRI L v
At least annually, the Compensation Committee conducts a comprehenswe teview'of the corporanon s -
executive compensation program structure and the specific provisions for each of our highly compensated




. employees mcludmg the Named Executlve Officers. It also conducts a Slm1lar review of compensauon
provisions for positions on the Board of Directors.
The Compensatlon Committee relies upon an external consultant for mformatron about current industry
practicés and programming trends, and solicits performance information on executives from the Chief
Executive Officer: (The commlttee seeks mput from other Board members on the performance of the CEQ.)

After rev1ew1ng the submissions of its consultant the CEO and other D1rectors the Compensation Committee
independently formulates its recommendations on changes to the executive and director compensation program
* structures and/or the balance among the programs' elements. It also makes recommendations on adjustments to
individual executive's compensation, including: salary increases, annual incentive awards, longer-tenn
incentive awards--usually in the form of stock options or restricted stock, special benefit provisions, perquisites,
. and employment arrangements. These reco_mmendatlons are submitted to the full Board for approval.
‘During the course of a year,.the Compensation Committee continues to consider possible changes to executive
and director compensation practlces based on changing industry tiends and internal corporate circumstances
and objectives. It may also review and approve speelal compensatlon awards and adjustments for mcumbent
.executives arid compensation arrangements for new executives joining the organization. '

' s
' 1 - . "
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. 'Executlve Commlttee:

vt v t

The Executwe Comrnlttee is authorized to act on behalf of the Board during mtervals between meetings of the
Board. The Exécutive Committeé can respond qu1ckly to time-sensitive business and legal matters when they
arise. Members of the Executive Committee are Walter E. Daller, Ir., Chairman, LeeAnn B-Bergey, Harold A.
Herr Stephame S. M1tchell and James A. Wimmer. The committee met 7 trmes during 2006.

M
;o

. 'Nominatin'g and Cor'por‘ate-Governance C'ommittee:

’

The principal dunes of the committee are to prov1de contmmng assistance to the Board of Directors regarding
matters relanng to governance perfonnance ‘and composmon of the Board To fulfill its responmbrhtles and
dunes the committee rdennﬁes qualified 1nd1v1duals to bécome Board members recommends nominees to the
Board to fill vacant Board seats, ‘dévelops and Tecommends corporate’ governance gu1del1nes to the: Board
periodically reviews and assesses the Board and management performance and annually Teviews and assesses
its performance and charter. The comm1ttee has no formal process for considering director.candidates
recommended by shareholders due to the mfrequency of nommatrons but its policy i is to give due consideration
to any and all cand1dates :

s - .o o ) e

-The Nominating and Corporate Governance Committee operates under a formal charter that governs its duties
. .,and standards of performance The charter appears on the Investor Information/Corporate (Goyernance page of

' ,ourwebsrte atwwwhncbank com e _ e . '
. . o

© Members of the eommrttee durmg 2006 mcluded Thomas'C. Leamer; Charrman ‘LécAnn B. Bergey, Harold A.

- Herr and James A. Wimmer, ¢ach of whom is a non- empIOyee director. All members of the committee are

* independent (as independence is currently defined i in Rule 4200(a)(1 5) of the NASD lrsnng standards ) The
‘committee met, 12 times durmg 2006. . . . _ o . :

w

- The members of the Board of Dlrectors of the eorporatron also serve as the members of the Board of
Directors of Harleysw]le National Bank. During 2006, thé.corporation held 7 regular and 2 special Board
_incetings, the annual meeting and the annual reorganization meeting. All of the directors attended at least 75% of
the meetings of the Boards of Directors of the corporation and of the committees of which they were members.
, . oo o b ' '
. The eorporat1on has no speerﬁc pollcy requlrmg d1rectors to attend the Annual Meetmg of, Shareholders
. However criteria for determining the percentage of all meetings attended by each director include their attendance
 at the annual meeting. Active members of the Board of Directors, at the t1me were present at the 2006 Annual
Meetmg of Shareholders w1th the exception of Ms Mrtchell L : S :

r
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Director Compensatlon B . S o S

In 2006, each director who was not an employee of the corporation earned or was pald certain fees, '
including annual retainer fees, committee and/or chalrmanshlp fees, and meeting fees. Directors were not
compensated for committee meetings of less than 15 minutes in duration or for committee meetmgs held prlor toa
Board meeting. In 2006 Directors of Harleysville received $279 915, in the aggregate

[

This compensatron included the following: Lo . L
e $1,650 for each Board meeting attended, - - '
e $825 for Annual Meeting attendance, - S '

+  $500 for each Board committee meeting attended “except for Audit Commlttee which receives’
$600, '
¢ an annual retainer of $15,000, and

an annual retainer of $2,500 to comuiittee chanpersons except for Audlt Commrttee whlch
receives $3,000.

Directors Emeriti are generally not eligible to receive annual’ retamers bonuses, stock option awards ‘or sit
on committees of the Board. They receive half of the prevailing board fee for each,board meeting attended. It
should be noted, however, that Director Ementus, William M. Yocum, has been appomted to a special Search h !
Committee for the purpose of finding a,permanent replacement for the President and Chief Executive Officer, .. ..
subsequent to the departure of Mr. Gregg J. Wagner. Mr. Yocum recelves the full prevarlmg commlttee fee, for his
attendance in this regard. , ~ ‘ o

'

¢

Directors who are also salaned officers of Harleysv1lle or Harleyswlle subsndlanes do not. recelve any fees
for Board or committee meetings. - o S T .

The following table provides mformatron about the compensatlon of directors during 2006. L S
Dlrector Compensation Table " . o
’ ‘Change in LI R i
; R * Pension Valueand. . - . L ! )
Fees Eamned or ' ; Option . Nongualified Deferred .+ All Other. P
: . . PaidinCash = ° Awards Compensation Eamings . Compensation. , - Total
Name . ® . 0. - e . L® ()"
Walter R. Bateman, 11 : $37,575 $7.699 ‘$8.971° SR e : § 54,245 '
LecAnn B. Bergey - $36,075.. - $7,699 . . - T A . $'43,774
Walter E. Daller, Jr. $34,275 $7,699 . ' $508,843 (4) t $550,817
Harold A, Herr - e $36975 . - $7,699 , . , ‘ C $ 44674
Thomas C. Leamer ' $36,240 T 87,699 ) . b e $.43939 ) oo
Stephanie S. Mitchell - C§32850(T) - 87,699 L . $ 40549
A. Ross Myers | ' $12,050. .0 -0- .- N S $ 12,050 ‘
James A. Wimmer o $36,075(8). ©~ - §7,699 oo 0 862.672(5) . «$106,446~
William M. Yocum "$ 9,625 57,699 $49,083 (6) . § 66,407 . ;

(1} 1,575 non-qualified stock options were granted to each active Harleysv:lle non-empleyee director on January 3, 2006; with 750 options’
granted under 1998 Independent Directors Stock Option Plan and 825 options granted under 2004 Omnibus Stock Incentive Plan. The
value of each award is equal to the amount recognized for financial reporting purposes during 2006 and represents the full grant date fair
value of each award.* The fair value of all non-cmployee director granis is rccogmzed in the year of grant. Therefore there is'no fair
value associated with grants awarded prior to 2006. '
(2) The aggregate number-of outstanding option awards held by each non-employeg.director at December 31, 2006 is as follows Bateman '
~19,729; Bergey ~ 45,812; Daller — 287,753;.Herr — 52,613; Leamer — 13,651; Mitchell - 13, 651; Wimmer - 27,481; and Yocum ~ . - ‘
40,047. All outstanding options awarded to non-cmployee directors, with the exception of Mr. Daller, were annual grants ‘between 1999
and 2006. All grants were made under substantially the same terms, with 100% vesting afier 6 months from date of grant and explmtlon
10 years from date of grant. The grant prices were based on either of the following criteria: (i) the average of the high and low prices of
the corporation’s common stock on the date of grant; (ii).the closmg price of the corporation’s common stock on the date of grant; or
(iii) the closing price of the corporation’s common stock on the last trading day immediately preceding the date of grant., With the -
exception of the January 3, 2006 grant, as awarded to all non-employee directors, Mr. Daller $ outslanidmg option grants were awarded
pursuant to his employment with the corporation; all are fully vested and will expire 10 years from theif respective dates of grant. N -
(3) The sum of (i} the aggregate change in the actuarial present value of the director’s benefit under all defined benefit and actuarial pensmn '
plans from the pension plan measurement date used for financial statement reporting purposcs with respect to Har]eysvr]le s audited
financial statements for 2005 to the pension plan measurement date used for financial statement reporting purposes with respect to -,
Harleysville’s audited financial statements for 2006 and (ii) above-market or preferential earnmgs on non-tax- quahf ed deferred

Compensallon - ' T . L N : fin .

1 | | -




(4y Includes $107,000 consulting fees paid under terms of Mr. Daller’s consulting contract which became effective upon his retirement as
" President and CEQ of Harleysville and $401, 843 annuatl payout under Supplemental Executive Retrrement Benefit Plan pursuant to Mr.,
Daller’s previous employment. - .

(5) Mr. Wlmmer eceived payputs under 2 separate deferred compensanon plans assumed by Harleysville pursuant o the merger and

_acqulsmon of’ szens Bank and Trust Company of Palmerton. During 2006, he received $26,106 payout under the Citizens Bank and
* “Trust Company of Palrficrton 1983 Deferred Compensatron Plan and $36 566 payout under the szcns Bank and Trust Company of
Palmerton 1987 Deferred Compensation Plan.,

(6} Mr. Yocum retired from the Board of Directors of Harleysville and Harlcysvrlle Nauonal Bank on January 8, 2006 and was immediately
appointed Director Emeritus. Mr. Yocum reccived payouts under 2 separate Harleyswllc deferred compensation plans. During 2006, he
received $30,918 payout under the Deferred Compensation Plan for the Directors of Harleysville National Barnk & Trust effective July
1, 1985 and $18,165 payout under the Deferred Compensation Plan for the Directors of Harleysville National Bank & Trust 1989 Plan.

(7) Includes fees pard in connecuon with servrce on the corporatron s western regional advisory board. .

« (8) Includes fees paid’in connéction with service on the dérproration’s northern tegional advisory boatd.

The Compensation Commiittee approved and authorized the award of 1,575 stock optlons to Mr. Yocum in

2006 that would vest lmmedrately and be exercisable for the full term of the optlon, durmg his lifetime, subsequent

to his'appointment to émeritus status as of the date of ret1rement .

1998 Independent Dlrectors Stock Option Plan, as amended

) The corporatron ‘mainfains a stock option plan to advance the development, growth and ﬁnancral condition
of the corporation and its subsidiaries; and, to secure, retain and motivate non-employet directors. The Plan '

- provides that retiring"dir'ectors who are appointed to emeritus status may, during their lifetime,-have the full term of

each respectlve option tor exercrse any options that are outstanding-as of the date of their retrrement

During 2006, there were 6,000 shares-granted under the plan There were 25,132 opt1ons exerciséd under
the plairduring 2006. Ag of December 31, 2006, a total of 47,098 shares remained avallable for grant under the
plan, reflectmg adjustment for a 5 percent stock dmdend paid on September 15, 2006. - s _ '

[}

Deferred Compensatlon Plans for the Dlrectors of Harleysville National Corporation -

The corporation maintains deferred compensatlon plans for its directors; the 1985 Plan and the 1989 Plan.
In the past, certain directors elected to defer, with interest, all or part of their compensation for future distribution.
Under the terms of the plan, benefits can be paid out to the respéctive directors over a 10-year period. Should the
 director die before age 70 or before receiving all-of the bénefits, the remaining benefit would be paid to his or her
‘beneficiary until age 70 or for ten  years, whichever is greater. This plan is an unfunded plan, which is subject to.
_ substantial risk of forfeituré, and the director is ot deemed vested in the plan, according to the terms of the plan
Currently, Mssrs. Bateman, Dailer and Yocum participate in the plans. ' :

» Addrtronally, Mr. Wimmer, as a former director of the former Citizens Bark and Trust Company of
‘Palmerton, PA, acquired by Harleysville'on April 28, 2000, continues to accrue benefits and receive payouts under
2 separate deferred compensation plans in'effect at that time, and as agreed under tenns of the Agreement and Plan
of Reorgamzatlon '

Wa!rerE Da[ler Jr. —Szrpplememal Executive Renremem Plan = .. -

llarleysvrlle Management Servrces maintains a Supplementa] Executwe Retrrement Plan for Walter E. Daller,
JIr. ,,Charrman of the Board.of Directors of the corporation and the bank.. The plan provrdes for payment to the
covercd employee of an annual supplemental retirement benefit equal to 70% of his final five year average
* compensation, reduced-by the employer's share of social secunty, defined benefit pensron and available employer's
401 (k) matchmg contribution. There isa llfctlme pay0ut in retrrement benef' ts with a minimum payout of 10 years.

WalterE Dal[ér'.]r - Consultmg Agreement S et '

tay

Mr. Daller’s employment agreement ended at the time that he retrred from actwe management as Chlef
.Exeeutrve Officer of the corporatlon on March 31, 2005.° Mr. Daller, Chairman of the Board:of Directors of the
. corporatron and’ the baiik, entered into a Consultlng Agreement and General Release with the corporation and the
bank effective .Apl'll 1,2005. Pyrsuant to the Consulting Agreement and under the terms of the Daller Employment
Agreement the corporation pald Mr. Daller a-lump sum equal to 1.5 times his “Agreed Compensatlon as defined
in the Daller Employment Agreement ‘on the date of h1s retrrement '

Ter ut )

_ Among the terms of the Consultrng Agreement: (1) Mr. Daller agreed to a general release to the
corporation and the bank from any potential claims he could assert pursuant to his employment or his employment

12




agreement, dated October 26, 1998, entered into by and among Mr. Daller, the corporation and the bank; (2) Mr.
Daller will continue to serve as Chairman of the Board of Directors of the eorporatlon and the bank; (3) from April
1, 2005, through March 31, 2008, Mr. Daller will provrde consulting advice to the corporatron and bank; (4) the
term of the agreement will automaucally éxtend for one'additional | year at the end of the initial three years and on
every anniversary of the Consulting Agreement unless notice t6' tSrminate is given 180 ddys prior to renewal; (S)
Mr. Daller will receive $107,000 per year; (6) Mr. Daller will receive continuation of all life, disability, medical
insurance and other normal health and weifare beneﬁts fora perrod of 5 years, after the date of retlrement and (N
Mr. Daller will receive dues and other expenses for membershrp ata country club. Upon retirement, he reeelved an
automobile, and continues to receive ofﬁce space and relmbursernent of certain business expenses. The Consultrng
Agreement contams a restrrctrve covenant precluding Mr. Daller from engaging in competitive activities ina. .
certain area and a provision preventmg Mr. Daller from drsclosrng propnetary information about the eorporatlon

EXECUTIVE OFFICERS O
The following table provides information, as of March 7, 2_907; about the e_orporation‘s e_xecutive officers.
_ . e+ . . Years *, ‘. .. Principal Occupation for the Past Five Years and Bosition
Name " Age in Position . o . Heldwith Harleysville and Subsidiaries ,.., | ..
Jo Ann M. Bynon 55 2005 — present Senior Vice President, Harleysville and Harleysville National Bank
' " © 2001 — 2004 * *"Vice President, Harleysville and Harleysvrlle National Bank
1995 = present . Corporate Secretary, Harleysville and Harleysville Natronal Bank
Lewis C. Cyr | 37 -2006 presem L Executrve Vice President and Chief Lendlng Offi icer, Harleysvrlle
. B o and Harleysvrlle National Bank
‘ 2004 — 2006 *-Senidr Vice President, Commercral Banking Drrector Wachovra
Bank
2003 — 2004 Senior Vice President, Corporate F mance Group Manager N
Wachovia Bank = ¢
. " - . .. 11999 -2003 . Dlreetor Healthcare Finance Group, Wachovia Securities
John W.Eisele . - .66 - .2004-present, Executive Vice President, Harleysville and Harleysville National
Cee e .. . .Bank; President, Millennium Wealth Management & Private
Banking, a division of Harleysville National Bank
! . - .2002--2004 .. . . Executive Vice-President, National Franchise - Bank of
.. . ’ ' o I America/Fleet, v Con S
1999 — 2002 Senior Vice President, Natronal Division - Gruntal & Co, LLC
Michael B. High 58 2005 - present Executive Vice President and Chlef Operatmg Ofﬁcer Harleysvrlle
' R ' and Harleysvrlle National Bank °
e TEe 72004 2005 - Execulivé Vice President, Treasurer and Chref F1nanc1al Ofﬁcer
" - el o 7' “Harleysville and Harleysville National Bank ! o
1998~ 2004 - * Chief Qperating Officer & Chief Fmancral Officer, Progress Ly
S Con p - Financial Corporatlon G S oA
James F. McGowan, Jr. 60 2004 — present Execlitive Vice President and Chief Credit Officer, Harleysville and
. o Har]eysvrlle Natlonal Bank o
2003-2004  Senior Vice President and Semor Credrt Ofﬁcer Soverergn Bank
) . 1999 — 2003 " " Senior Vice President and Seniof Credrt Ofﬁcer Summrt o
-t Bank/Fleet: B L A
George 5. Rapp 54 2006 - present Executive Vice Presrdent ancll Chief Fmancral Officer, Harleysv1lle
CoL . .. - . and Harleysville National Bank- | , e : .
2005 — 2006 Senior Vice President, Chief Fmanc1al Officer and Treasurer
o o, | - . . . . !Harleysville and Harleysville National Bank
4 2004 — 2005 . Executive Vice President, Chief-Financial Officer, Astea
P oo r : ‘.]ntematronal . T '
_ L 2002 —2004. S Semor Vrce Pre51dent Chref Frnanoral Ofﬁcer Advanta Bank Corp
Demetra M. Takes © 56  9/26/06 = present Interim Presidént and Chief Executive Ofﬁcer, Harleysville
C : 2005 — present- - Executive Vice President and Director, Harleysville and
‘e T _ . .« Harleysville National Bank - .5
2000 — present President and Chief Executive Officer; Harleyswrlle Natronal Bank
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1993 Stock Incentive Plan o _ S

The corporat:on ma1nta1ns the 1993 Stock Ineenuve Plan The plan’s purpose is to advance the o p
development growth and financial cond1t1on of the corporatlon The. plan provides that shares of our common
stock be issued to certain employees of the corporation and banking subs1d1ar1es

A d1s1ntereste_d comrmttee of the corporation’s Board of Directors administers the plan. Awards can be
made in the form of incentive stock options, non-qualified stock options, stock appreciation rights or restricted
stock as the disinterested comimittee deems appropriaté. N stock options remain available for grant under the 1993
Stock Incentivé Plan. During 2006, 42,596 options were exercised under this plan. There are 21,081 options
outstanding under the plan. All shares have been adjusted to reﬂect a § percent stock dlv1dend pald on September
15, 2006.

1998 Stock Incentive Plan R

* ‘- : : . i Y . ! . -
The corporation maintains the 1998 Stock Incentive Plan. The plan’s purpose is to advance the
development, growth and financial condition of the corporation. The plan provides that shares of our common
stock be issued to certain employees of the corporation and banking subsidiaries.

A disinterested committee of the corporation’s Board of Directors administers the plan. Awards can be
made in the form of incentive stock options, non-~qualified stock options, stock appreciation rights or restricted
stock as the disinterested committee deems appropriate. During 2006, no stock options were granted, a total of
325,969 stock options were exercised and 80,770 stock optlons were cancelled under this plan. 80,774 shares
remain available for grant. All shares have been adjusted to reflecta 5 percent stock dividend paid on September
15, 2006.

2004 Omnibus Stock Incentive Plan, as amended

The ‘c'orporation maintains the 2004 Omnibus Stock Incentive Plan. The plan’s purpose is to advance the
development, growth and financial condition of the corporation. The plan provides that shares of our common
stock be issued to certain employees and/or directors of the corporation and banking subsidiaries.

A disinterested committee of the corporation’s Board of Directors administers the plan. Awards can be
made in the form of incentive stock options, non- quahﬁed stock OpthI’lS stock appreciation rights or restricted
stock as the disinterested commitiée deems appropriate.

Durmg 2006 the plan was amendéd and restated to (i) permit the board of dlrectors to determine the “fair
market value” of stock or any options or rights with respect thereto, or other awards under the Plan, by the closing
market price as of the date of grant or other determination; and, (i) provide that, from the effective date of the plan, -
the aggregate number of shares of stock that may be awarded to any employee during any calendar year shall not
exceed 50,000 shares (whether the awards are settled in shares of stock, cash, or any combination of stock and
cash). In this regard, form 8-K was filed with the Securities and Exchange Commission on November 15, 2006.

. During 2006, 12,900 options ‘vvere granted and 3,952 were cancelled under the 2004 Omnibus Stock
Incéntive Plan. The cancelled options were returned to the plan and are available for future grants. A total of
1,144,725 stock options remain available for grant under this plan. Shares have been adjusted to reflect a 5 percent
stock dividend paid on September 15 2006.

Millennium Bank Stock Compensatlon Program Converted to Harleysville Stock Options

In connection with the acquisition of Millennium Bank in 2004, Harleysville assumed all obligations under
the Millennium Bank Stock Compensation Program. The change in control accelerated the vesting of all
outstanding stock options t6 100%, Upon consummation ‘of the merger, outstanding stock options were converted
according to proration pararhétérs outlined in the merger agreement. 328,327 stock options were assumed on the
effective date of the merger. Since the effective date, 285,329 stock options have been exercised and 36,209 were
cancelled. A total of 6,789 stock options remain outstanding and exercisable under the program. No further stock
options may be granted under the program. The opt1ons have been adjusted to reflect a 5 percent stock dividend
paid on September 15,2006, - - - .
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Harleysvnlle National Corporatlon Stock.Bonus Plan Co

The corporation maintains the Harleysville National Corporatmn Stock Bonus Plan to recognize employees
who have:
e astrong interest in the successful operation of the business;

loyalty to the corporation and banking subsidiaries; and
visible ev1dence of increased efficiency.

The Stock Bonus Plan is administered by the Compensatlon Commlttee of the corporation. The committee
annually determines, in its sole dlscretton the amount of shares the corporation awards

) The corporation awarded 227 shares on April 1, 2006 to certain employees for exemplary service
throughout 2005. Asof December 31, 2006, a total of 23 043 shares remain available for awards under the plan.
The shares authorized and awarded under this plan have been adjusted to reflect a-5 percent stock dividend paid.on-

September 15,2006, =~ . - . .
Compensation Discussion And Analysis

Overview of the Executive Compensation Program

The corporation’s executive compensatlon program includes a number of fixed and variable compensatlon
and benefit componems typical of programs among comparable commumty banking and financial services
companies in our local and reg1onal marketplace. The program prov1des participating executwes with an industry-
competitive level of total compensation when thelr eollectlve and individual performarnces meet or exceed the goals

approved by the Board of D1rectors

RYEE ! . )

Compensation Phllosophy and Program Objectives

4

We believe that the compensat:on program for executives should dlrectly support the achievement of.
specific annual, longer-term and strategic goals of the business, and, thereby, align the interests of executives with
the interests of the corporation’s shareholders. The current program provides sufficient levels of fixed income, in
the forms of base salary and health & welfare benefits, to attract high caliber executive talent to the organization. It
also provides competitive annual and longer-term incentive opportunities to encourage specific performance and to
reward the successful efforts of executives. The incentive opportunities are structured to produce a performance-
leveraged program format where executives are expected to derive as much as 40% to 60% of their total

- compensation, depending on their role in the organization, from short- and longer-term incentive opportunities, but
only when performarice targets are met on a consistent basis. ‘Lastly, the current program also contains certain
benefit features, provided on a selective basis; to ensure equitable benefits coverage for our highly compensated
employees and transition support in the event'of substantial orgamzatlon or ownership change These provisions
support retentlon of good performers by the orgamzanon . :

L] !

We believe that the features and composmon of the current program are consistent with practices of other
comparable community banking and financial services organizations.in our marketplace and that it balances the
need for competitive pay opportunitics at the executive level with shareholders’ expectanons for reasonable return

on their investment. . . o o .

Program Managemeht '

The Compensation Committee of the Board of Directors has primary responsibility for the design and,
administration of the executive eompensatlon program. It reviews the make-up and administration of the executive
compensation program throughout the year in light of changing organization needs and operating conditions and
changing trends in industry practice. In evaluating program effectiveness, the Compensation Committee utilizes
information from management and the services of an outside consultant. Strategic Compensation Planning, Inc. of
Malvern, PA is the Compensation Committee’s outside consultant on executive and director compensation matters.

¥
T . l
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The Committee cuirently consists of three (3) directors, all of whom qualify as indépendent members of the
Board. Harold A. Herr serves as Chalr of the Comm1ttee Stephame S. M1tchell and A Ross Myers also serve on
the Committee! v

Role of Executive Management in the Pay Decision Process

The Compensation Committee is respons1ble for recommendmg compensatlon -related decrslons to the
Board of Directors for final approval. In formulating its recommendations, the Compensation Commlttee will
regularly seek information about the performance of the business, organization staffing requirements and the

performance levels of incumbent executives from the Chief Executive Officer. It will also utilize the services of the

corporation’s Chief Financial Officer and, as circumstances suggest, other officers of the corporation, The
Compensation Committee weighs the information provided by officers carefully, especially the recommendatrons
of the Chief Executive Officer on decisions affecting subordinate executives, but ultimately makes its decisions and
formulates recommendations for Board approval independently. The performance of the chief executive officer is *
reviewed and appraised by the Compensation Committee of the Board of Directors. The Compensation' Committee
makes any recommendation of pay adjustments and other elements of compensatlon for the chief executive officer
to the Board of Directors for its consideration.’ <

Program Review and Pay Decision Process

"Starting in the early Fall of a calendar year and usually eontmumg through January of}the followmg year,
the Compensation Committee (1) receives information on current executive compensauon levels in the mdustry and
1ndustry program practices, (2) conducis a comprehensive review of the corporatlon s program structure and
provisions, and (3) considers salary and benefit adjustments and incentive awards for éxecutivés. After exammmg
industry practice information provided by its outside consultant, the Compensation ‘Committee determines (1) if the
content and structure of the corporation program is still competitive, (2) if the current provisions remain consistent
with the corporation’s overall pay philosophy, and (3) if they continue to support achievement of business
objectives. After deciding on the program structure for the coming calendar year, the Compensation Committee
will examine the current compensation and benefit levels of incumbent executives in light of their continuing ‘o'r e
changing roles in the business, the assessments of their 1nd1v1dual performances and mdustry practice trends.,"

) * 'l H

Based on the information- gathered about each executive, the Compensatlon Commtttee w1ll formulate
recommendations on possible salary adjustments for executives during the coming calendar year. It will also:. .
deterrnine annual incentive awards for executives based on results achieved against goals and objectives defined at
the beginning of the year, and it will determine appropriate longer-term incentive awards, usually in the form of .
stock options or restricted stock grants. -These recommendations will be presented to the full Board of Directors for
consideration, usually in January of the new fiscal (calendar) year. As incentive awards for the year ending are
calculated, the Compensation Committee works with the Chief Executive Officer to construct executive
performance plans for the next calendar year (the new fiscal year). The Compensation Committee will formulate
their recommendatlons on performance goals and award opponunmes for Board con51derat10n and approval.

[ T

The Compensation Committee is called upon to consider pay related decisions throughout the calendar year
as executives are reassigned (promoted) and new:executives join the organization. In these-instances, the
Compensation Committee will review all aspects of the executive’s compensation including base salary level,
annual incentive opportunltles longer-term incentive awards, participation in special benefit plans and
employment contract provisions, if applicable.

Pay Decision Factors and Considerations e ‘

The following factors typically influence: Compensatlon Commlttee recommendatlons on pay and beneﬁts
for corporation executives: - Gt L SEEN R
. d . : o N - LV C- T . - .
e Salary: executive’s'overallfperformance during the year-ending, changes-in organization role and scope of
_ responsibility, current salary in relation to the position’s market value, and any significant changes in the
industry’s pay practices for comparable positions.
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o Annual Incentive ‘Awards: competitive industry practice with respect to size of awards, and actual”

performance (achrevement) agamst goals and objectrves assrgned at the beglnnmg ‘of the fiscal year
. v i

s Longer-term lncentrve Awards competitive 1ndustry practice w1th respect to size of awards and the typical '

“mix” of $tock optlons ' restricted shares and other foms of equity-based grants recent ‘perforiance of the
corporatron and the’ 1nd1v1dua1 executive, applicable accountmg rules for expensmg equrty awards and '

shareholder concerns about dilution and overhang A
LA e, C

- 'Nonqualrf ed Benef ts7 tax rules on qualrﬁed beriefit plans likely replacement income benefiis-for
executives compared to other categories of employees$ within the- orgamzanon competltwe mdustry
pracnce for comparable type and level of executive positions. -t

® Perquzsrtes the needs of the executrve s posmon Le. frequency of nced (o travel to other corporate
locations, or meet vglth corporate clrents and prospectlve cllents and competmve 1ndustry practrces for °
,comparable executive roles. " . N - SR .
o iEmploymenI Contracts: where they serve corporate needs for conﬁdennallty about busmess practrces and
plans and preservation of the customer base (non- cornpetmon and non- sohcrtatron provrsrons) and
competmve industry practices.

: Comparator Base: The Basis for. Defining ‘Co'rinpetit'ive Compensation Levels and Practices -

The types and levels of compénsation 1ncluded in the corporatron execitive compensanon program are
consistént with current features and programming tiénds among ‘similar 51ze and typc orgamzatrons in the
corporatlon s local and regional marketplace far’ Y : :

Annually, the Compensanon Committee asks Strategic. Compensanon Planning, Inc:; its outside consultant,
to review survey Teports omnational and regronalv compensation practice within the corporatlon s industry group,

focusing on'pay levels and practices among: .community banking and diversified financial services,institutions based

in the Mid-Atlantic Region and having between $2:5B and $5.0B of assets. This range of institutions represents
banking companies that.are somewhat smaller and somewhat larger than the-corporation: . The asset range|w1ll be
modified from time to time as the corporanon ‘s operating circumstances change. The consultant also examines
proxy information on specific instititions in the corpordtion’s marketplace:that fall into the comparison standards

noted. For the 2007 program planning review, the.outside consultant reviewed executive compensation information, -

from the followrng 1nst1tut1ons in Delaware New Jersey, New York, Ohio and Pennsylvama

N N T s -
e I O T AU

Commumty Banking System Inc. NBT;Bancorp-‘ w 7+ . ¢ Sun‘Bancorp

Pime Communrty Bancshares: ¢ Park National Corporation . Trustco Bank’ Corp

First Financial Bancorp " .« .Partners Trust Financial ©= ~ ¢U.S:B. Holding Co. Jlnc
FN.B. Corporation « +«  .i." “»t Signature'Bank - . = . Wesbanco, Inc: " "
KNBT Bancorp® - "4+ "+ " Sterling Financial® . - WSFS Financial Corp.”
“National Penn Bancshares’ © ++~* S&TBancorp-~ ~ - Yardville National Bancorp

A - . L ,‘ e Y . B 4 ) * T ! ]

Program Components = . - ' e

vy . N . ' . who H . . . . o - . ;

There are six (6) elements in the current executwe compensation program;

l. Base Salary., Base salary opportunrtres are set at the median level of industry practice for comparable jobs
~ .. inlike size and- ‘type community banking and financial service organizations. .Within the defined
competitive range, an-executive’s.salary level is based initially on his/her qualifications for the assrgnment
. and experience in similar level and type roles. Ongoing, salary adjustments reflect the individual’s overall

performance of the jobiagainst organization expectations and may-atso reflect changes inmindustry practices.

* For'most of the corporation’s executive positions; salary will provide 50%-70% of total annual.

conipensdtion, when cons1der1ng the value of. short—term incentive awards and benefits pr0v1ded by the
organlzahon . N o o

e,

.
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2. Health.& Welfare Benefits. Executives participate in the corporation’s qualified health & welfare benefits
program on the same terms and conditions as all other employees.of-the corporation. Executives participate
in the corporation’s 401(k) plan and pension plan on the same terms and conditions as other employees

3 Annual Performance Incentwes The annual performance 1ncent1ve award plan prov1des partrcrpatmg
executives w1th opportunities to eam additional cash compensatlon in.a given year when corporate and
business unit operating results and individual performance contnbunons meet or exceed estabhshed
thresholds of acceptable achievement. Currently, these awards can provrde 20% to'as much as 35% of an

" executive’s total annual compensation when target levels of performance are achleved Annual work goals,
performance standards and other related condltlons for earning | mcentrve awards are approved by the Board
of Directors. .

. ! v .
t .. n [ RTER b ey, oL

4 Langer—term Perfarmance Incentives. Executrves are.eligible to partrmpate in longer-term ‘incentive
award plans establishéd to focus executlve efforts on the strategrc dlrectlons and goals of the: busmess and
"to reward them'for their successes in these area$. ‘Awards can result in addrtronal cash compensanon or
equity grants in the form of stock options-or restricted stock. While the size of such awards may increase
or decrease based on current business performance, it is the intention of the Compensation Commitiee to

recommend stich awards at least annually as an zncemzve to focus executlves future eﬂorts on longer—term

needs and objectives of the business.

vt A B

Equity Grant Plans P .j,‘h v , T : Coeer

-“‘ .Currently, the. corporanon has a 1993.Stock lncentrve Plan 1998 Stock Incentive;Plan, a 2004 Omnibus
Stock Incentive Plan- and a Stock Bonus, Plan, For more information on. our Eqmty Incentlve Plans, see
Equity Compensation Plan Information. o . S TR S PR
: The Compensation Committee recommendéd to the. Board and the Board authorized the awarding.of stock
options to executives and certain employees.' The timing of grants was not.tied to theirelease of négative or

e positive material information about the corporation:. Prior-t0.2003, options were awarded fromtime to

time; as recommended by the Committee and approved: by the' Board and were generally made during the
fourth calendar quarter. Past recommendations were not made on a.set or regular schedule,’and the . -
Corporanon does not.have a policy of making awards on a set.or.regular schedule or‘at Spec1ﬁc times a -

: year. .The corporation has not established'a policy regarding executive’ownership.of corporatron stock

* and/or retention gu1delmes appllcable to equ1ty awards to: executwes Y e S .

5. Nonqualified Benef ts and Perqmsrtes Named Executlve Ofﬁcers part1c1pate ina nonqualrfied
retirement incotne benefit plan that supplements benefits from the Corporatlon s qualified pension and
401(k) plans for.all employees. The supplemental plan, or SERP, is made necessary because of Federal
restrictions on:retirement plan benefits to highly compensated employees. The supplemental plan is
designed to make-up benefits lost under the.qualified plans because of the Federal restrictions. Actual
benefit opportunities vary among the participating executives, but generally the benefit level provided
-under the SERP is offset by payments from Social Security, the pension plan and the 401(k) plan., A’

_typical benefit level is up to 50% of average total annual cash compensation over the five (5) years
preceding retirement. In some instances, the SERP benefit is vested over service time, but for-most
executives today, the benefit is contmgent on actwe employment with the Corporatlon at the t1me of
retirement. S L : .

3.+ Named Executive Officérs are provrded with'a' car allowance aiid Ms. Takes is provided a company
vehicle.  Provision of a company vehicle and for'car allowange is standard‘in the financial services
1ndustry as the NamedExecutive Ofﬁcers frequently meet clients and busmess associates offsne
s - [REECN C p E I ¢ B
6 Employment Cantracts and Change of Control Agreements In line, with, current 1ndustry norms, our top
executives are employed by the;company under formal contracts which define their roles in the business
.-and the terms and conditions-under which they are compensated during and, under some circumstances, i.e.
a change of control, after employment with the corporation. SR

[
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-a. Severance. in the Event of Termination Not for Cause. Employment contracts with Named Executive, .
" Officers provide for severance benefits equal to one (1) fimes total annual cash compensanon plus
continuation,of basic health & welfare benefits for a pertod of twelve months. :In the event of a .,
.. termination related to a,Change of Control, severance. benefits are increased to two (2} times total R
T annual cash compensation and,.in some, cases, 2.99 times total annual cash compensation plus . . -
continuation of health & welfare benefits for a corresponding period of months, . . .. -

b. Tax Gross-up Provision. None of the Named Executive Officers have a tax gross-up provrston in their
. .., respective, employment contracts. , In the event that severance payments exceed the deduction limits
under IRS.Code Section 4999 the company may reduce the payments to the executlve by an amount
necessary. to avord the excise tax... . .

L . t
b o N o e b . Y

_Recent Actions: 2006 and Q1, 2007. ' ‘

! - T - . ,..-'.I" st h V'

Durmg 2006 ‘and the first quarier of 2007 the eorporatron through its Compensatron Commlttee and Board
of Directors, has made a number of important decisions regarding executive compensatron The most 1mp0rtant
actions are summarized here.

I I U 7 Taey o

" Base Salaries. At the begmnmg of 2006, the' then CEO and the EVP/COO of the corporatlon recerved
signifi cant salary increases in the range of 1 5%-20% to bring therr respectrve basc salary level§ withiri the
competitive salary range for their reSpectwe posmons Other executives recelved modest base salary mcreases
reﬂectmg typical “market movement” for their posntlons B

i

r

. Annual Incentives. For 2006, the Boardthad established a series of corporate, business unit and individual'
goals for each Ninied Executivé Officer. -All goals were weighted to'reflect their relative 1mportance with o
corporate goals weighted at 50% or thore of an executive’s total annual incentive award opportunity. Executives -
achieved Target level performance on carnings per share growth but fell below Threshiold (minimiim acceptable: -
performance level for incentive awards) on Net Interest Margin performance. Executives also qualified for partial
payouts ‘against business unit and individua! performance goals. The 2007 exetutivé incentive plan will focus on

net income growth with limited opportumty for a dlscretlonary award based on overall coritribution to the busmess
' L. Cy . IPE et o N I

Longer-term Incentives. As noted earlier in thrs section, there-were no stock grants made to. executwes at.
the beginning of 2006. During 2006, the Compensatron Committee, on the advice of its outside consultant,
changed its equity grant philosophy to make annual equity grants, in'its discretion where appropriate, as an
incentive to drive future performance rather than as a reward for past performance. The Compensation Committee
believes this change in policy is consistent with the current practlce trend among comparable bankmg and financial
services msmutlons Co ca : R SR UL r

.o ‘ ' : ’ bt . e

Employment Contracts and Change of Control Agreements There dre no, substantlal changes in the o
corporation’s practice to use such formal arrangements with key executive.level personnel.” The, Compensation
Committee is establishing a more rigorous and consistent practrce of reviewing existing arrangements as they come
. due for renewal. . v

Status of the Program and Likely Practices Go.in'g' Forward

The structure of the corporation program was established several years ago and it has been contmuously
refined to meet the changing needs of the business and'to maintaif a competitive posture ih the marketplace for’
executive talent. Currently, all of the corporation’s Named Executive Officers are pald salaries that fall in the
competitive median (50 percentlle) range of industty practice, but none are pald Above the actual median harket
value for their respectrve posrtrons In the case of the Interim CEO, that execlitive is'paid an actual salary that is )
commensurate with her position as Pre51dent of the Harleysvrlle National Bank. In addition, the'Interim CEO also
recetves a monthly stipend of $7,500 for the duration of that intérim status. The combination of current salary and
the stipend places total base compensatlon in the low range for the CEO position among comparable indtitutions.”

Recent annual incentive awards have been modest, reflecting the corporation’s results against the goals
established for 2006 and 2005. The Board is again offering executives industry competitive incentive award
opportunities in 2007 but the achievements required to earn those awards are stringent, reflecting the corporation’s
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commitment to being a “best in class” performer. Equity grants to executives over the past two years have been
modest when compared to practices of other institutions. . The.Compensatiom Committee has recommended to the
Board a change in the corporation’s equity grant practice, moving to.annual grants as an incentive to encourage
future performance rather than as a reward for past performance. Actual grants may still vary based on’most recent
corporate performance, but it is likely that equity grants will be made annually to corporate executives. Some of
these future grants may include performance vesting in lieu of the traditional tlme vesting requirements attached to
past grants. -

-

" The Com'pensation Committee isrcurrently considering introduction of an intermediate-term incentive plan
for-executives using restricted stock grants with pérformance vesting over a 3-year period, 2007-2009: If such a
plan is adopted, it would likely preclude any additional stock option grants during this time period: *

Nongualified Benefits. The corporation will continue to offer supplemental retirement income benefit plans
to selected executives, both as a make-up for benefits lost to Federal restrrctlons and as a retentron dewce usmg
vesting requrrements as a condmon for receipt ‘of such benefits. 4

]

1

Perquisites. The corpo_ration’s program has always been modest, offering use of a company Vehicle
primarily to those executives who travel among the corporation’s multiple branch and operations center locations
and those who frequently meet with chents and prospects offsite. Similarly, club memberships are only provided
for those executives who can utrhze them in conductmg the Corporation’s business. The Interim CEO is provided a
car, while other named. executlve officers receive a car allowance

¢+ Employment Contracts.. Current contracts vary from one, to three years in duration. All contracts have a
renewal feature that provides the corporation.with the opportunity:to assess the executive’s recent performance and
potential prior to extendmg the contract. The Compensauon Committee has responsibility for this review and will
specifically authorize contract extensions.

‘The Compensatlon Commlttee belleves that the executwe compensatlon program. structure is competitive,
generally mirroring the make-up of programs in 51mllar institutions, Further, it intends to maintain the current .
leveraged approach to total compensation, dlrectly tymg a s1gmﬁcant portion of an executive’s total earnings to
achievements against goals and objectives approved.by the Board of Directors.

- . Compensation Committee Report
; The Compensanon Committee has reviewed and drscussed the Compensatlon Discussion and Analysis
required by Item 402(b) of Regulation $-K with management, and based on such review and discussions, the
Compensation Committec recommended to the Board of Drrectors that the Compensauon Dlscuss1on and Analysis

be included in the Proxy Statement

'

- Compensation Committee
Harold A. Herr, Chairman
. Stephanie S. Mitchell
" A.Ross Myers - T '

Compensatlon Committee Interlocks and Insnder Partncnpatlon

During 2006, no current or former officer or employee of the corporatlon or of any of its bankmg
subsidiaries served on the compensation committee. In addition, none of the members of the committee had any ,
relationship with the corporation or any of its subsidiaries that would require d1sclosure under Item 404 of the
Securities and Exchange Commission’s Regulation S-K relatmg fo insider transactions and indebtedness of
management L ‘ .
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Executive Compensatmn R .

The following table shows compensatlon to the current Chief Executive Officer, the prior Chlef Executwe
Officer, the Chief Financial Officer, the other three most highly compensated executive officers who were serving
as exécutive ofﬁcers at the end of 2006 and whose total annual compensation exceeded $100, 000 in 2006, and one
additional individual (Mlkkalya W. Murray) who would have been among the three highest pald other executive
officers had she been servmg as an executlve ofﬁcer at December 31, 2006. - These were our “named-executive

officers” for 2006. - Lo R o -
_ . Summary Compensation Table B ' " ,
Name & Principal - YEAR Salary Bonus (1) Option/ Change in All Total
Position $ 5 SAR Pension Value Other Compensation
Awards and Non- Compensation (9) b '
5 qualified
Deferred
Compensation
, Earnings
) b
Demetra M. Takes 2006  $295,200 $80,728 $33,404 (2) £124,986 58,485 ) §542,803
Interim _ ) ‘ )
President & CEO, & ' .
President & CEQ ,
Harleysville National
Bank
Gregg J. Wagner 2006 $278,831 -0- $41,618 (3) - 515,388 $693,203 $1,029,040

Former President &
CEQ - separated
9/26/2006 ] )
George S. Rapp T2006°  $171,192  $40444  $7,719(4) $17,289 $9,017, $245,661
. Executive Vice X
President & CFO : , ‘ . '
Michael B. High 2006 $282,000  $71,381 $39,132(5) . $112,495 " $14,608 $519,616
Executive Vice ‘ ) v .
President & COO o ) , , . R
John W. Eisele " 2006 $241,771 $73,528 -0- $42,117 $11,722 $369,138
Executive Vice
President
President, Millennium -
Wealth Management &
Private Banking '
James F. McGowan, T 2006 $153,079  $16,073 518,051 (6) $22,763 " $10,782 $220,748
Executive Vice ’ - oL " - . . ‘
President & CCO ) } TR R . R - -
Mikkalya W. Murray 2006 $117,578 -0- $29,804 (7) 318,378 - $220,976 ., $386,736
Former Executive Vice :
President and
Managing Director of
Millennium Wealth
Management & Private
Banking (8}

(1) Cash bonus eamed in 2006 pald in first quarter 2007

(2) Represents the value of equity compensation awarded to Ms. Takes prior to 2006, with service periods extending into 2006 and
recoghized for financial reporting purposes during 2006: 6,945 options granted 12/30/2003, 5-year vesting, FAS 123(R) value =
$7.4941; 8,269 options granted 12/30/2004, 5-year vesting, FAS 123(R) value = $6.7192; and, 10,762 options granted 12/8/2005, 5-year
vesting, FAS 123(R) value = $5.6104. Refer to 2006 Form 10-K, Item §, footnote #14 regarding stock-based compensatlon

{(3) Represents the value of equity compensation awarded to Mr, Wagner prior to 2006, with service periods extending into 2006, and
recognized for financial reporting purposes for 2006: 8,682 options granted 12/30/2003, 5-year vesting, FAS 123(R) value = §7.4941;
8,269 opnons granted 12/30/2004" 5-year vestmg, FAS 123(R) value = $6.7192; and, 15,749 options granted '12/8/2005, 5-year vesting,
FAS 123(R) value'= $5.6104. However, Mr. Wagner forfeited all awards that remained outstanding on the date of his separation,
September 26, 2006. Refer to 2006 Form 10-K, Item 8, footnote #14 regarding stock-based compensation.

(4) Represents the value of equity compensation awarded to Mr. Rapp prior to 2006, with service periods extending into 2006, and
recognized for financial reporting purposes during-2006: 2,205 options granted 5/18/2005, 5-year vesting, FAS 123(R) value = $5.2451;
and, 3,675 options granted 12/8/2005, 5-year vesting, FAS 123(R} vatue = $5.6104. Refer to 2006 Form 10-K, Item 8, footnote #14
regarding stock-based compensation,

13
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(5) Represents the value of equity compensation awarded to Mr High prior to 2006, w1th service per:ods ex[endlng into 2006, and
recognized for financial reporting purposes during 2006: 11,576 options granted 2/23/2004, 5-year vesting, FAS 123(R) value=
$6.6316; 8,269 options granted 12/30/2004, S-year vesting, FAS 123(R) value = $6.7192;-and, 11,550 options granted 12/8/2005, 5-year

, vesting, FAS 123(R) value = $5.6104. Refer to 2006 Form 10-K, Item 8, footnote #14 rcgarcimg stock-based compensatlon

(6) Represents the value of equity compensatlon awarded to Mr. McGowan prior to 2006 with service penods extcndmg into 2006, and
rccogmzcd for ﬁnanmal reporting purposes dunng 2006: 5,789 options granted &/23/2004,"5-year vesting, FAS 123(R) value'= 85, 9225;
2,756 options granted 12/30/2004, S-year Vesting, FAS 123(R) value = $6.7192; and, 5,618 options granted 12/8/2005 '5-year vestmg,
FAS 123(R) value = $5.6104. Refer to 2006 Form 10-K, Item 8, footnote #14 regarding stock-based compensation.’ < '

(7) Represents the value of equity compensation awarded to Ms. Murray prior to 2006, with service periods extending into 2006, and |
recognized for financial reporting purposes for 2006: 5,237 options granted 12/30/2003, 5-year vesting, FAS 123(R) value = $7.4941;
and, 5,617 options granted 12/8/2005, 5-year vesting, FAS 123(R) value = $5.6104. However, Ms. Murray forfeited all awards that
remained outstanding on the date of her reSLgnatlon September, 1, 2006. Refer to 2006 Form:10-K, Item &; footnote #14 rcgardmg
stock-based compensation.

(8) See footnote (16) to the Beneficial Ownershlp table on page 7

(9) All Other Compensation : p
Name Year Car ' Country Harleysville’s Excc-u-care Contract
Allowance (a) Club 401(k) Health Payouts (b)
($) Membership  Plan Contribution  Benefit Plan (%)
o %), ($) (%)

D. Takes 2006 . n/a - $6.600 ' $1,885 --

G. Wagner 2006 $47,932 (c) -- 56,600 -- $638,671 (d)

G. Rapp 2006 $3,881 - $5.136 - -

M. High 2006 $3,469 $4,539 $6,600 -- -

J. Eisele © 2006 $5,122 -- $6,600 - -

J. McGowan 2006 $6,190 -- $4,592 - -

-4 M. Murmay 2006 $3,130 ’ - - $3,527 $704 $213,615 (e} '

{a} Taxable benefit pursuant to annual car allowance, computed by subtracting the individual’s business expense from the total
annual allowance.

{(b) Payments on termination of employment either pursuant to the terms of employment agreements Or pursuant to severance”

" agreements.

() Includes taxable benefit of car allowance, $6,1 12, and the value of Mr. Wagner’s company car, $41,820, to whlch he recelvcd
title upon termination. Refer to Mr, Wagner’s separation agreement below.

(d)} TIncludes $623,671 contract payout; and $15,000 paid directly to Outplacement Services on Mr. Wagner’s behalf.

(¢) Contract payout includes $183,813 salary; $26,000 negotiated settlement in connection with the accumalated retlrement
benefit; $2 000 cash value of med]cal care for I-ycar; and $1,800 vision and dental i msurance for 1- year

Gregg.l Wagner Separation Agreement

Effective December 8, 2006, Harleysville National Corporation, Harleysvﬁle National Bank and Trust
Company and Harleysville Management Services, LLC entered into a Complete Settlement Agreement and General -
Release (the “Agreement”) with Gregg J. Wagner dated November 29, 2006. The Agreement relates to the
termination of Mr. Wagner’s employment and modifies the terms of his employment agreement that was dated

.January 1, 2005 and was effective April 1, 2005. Mr. Wagner served as Premdent and Chlef Executlve Ofﬂcer of
the corporation until September 26, 2006, o

The material terms of the Agreement are summarized as follows:

»  Mr. Wagner received as his severance package amounts equal to $623,671 minus all dppropriate
withholdings and/or deductions. Mr. Wagner also received title to his company car with a value of
$41,820. The corporation also paid $15,000 for outplacement services dlrectly to the outplacement
agency _ - :

.
.

e  Mr Wagner agreed to release: the corporatmn and its affiliates and all other releasees as 1dent1ﬁed in
the Agreement from all claims and rights mcludmg but not limited to those arising from or based upon
' hls employment or the termination of his cmployment and : any related statute of law. =

¢ The corporatlon agiees to indemnify Mr. Wagner from any legal process in any actions or suits arising
- out of his service as a director, officer or employee of the corporation subject to certain limitations.

¢ Mr. Wagner agrees _not to disc_losé any confidential inforrnatibn of the ‘corporation and return any

confidential documents and information to.the,corporation. - o e

< ‘ T e
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»  Mr. Wagner agrees to not compete with the corporation in Berks, Bucks, Chester or Montgomery %
Counties, Pennsylvania for a six-month period following the termination of his employment. Mr,
Wagner also agrees to not contact, solicit or induce any customer, referral source or employee of the
corporation to become a customer, referral source.or employee of anyone other than the corporation for
a period of one year. . .o . Lo

Mikka!ya W. Murray, Separation Agreement

The employment of Mikkalya W. Murray with the corporation terminated effective September 1, 2006. In
connection with the termination, Harleysville agreed to make the following payment conditioned by legal release
from all claims and rights including but not limited to those arising from or based upon her employment or the
termination of her employment and any related statute or law.

e Payment of all days worked and all business expenses mcurred mcludmg pay for time up to the date of
the agreement.

e 1 times annual salary, totaling $183,815

o 12 months benefit continuation, or the value of benefits that cannot be continued in the group plan,
totaling $29,800

¢ Modified non-compete agreement, 2-years in duration, permitting Ms. Murray to work in the following
counties: Philadelphia, Delaware, Chester, and Lancaster coun‘ues and counties outside the state of
- Pennsylvania ‘

Grants of Plan-Based Awards

No equity-based awards or other non-equity incentive plan awards were granted to any named executive
officers during the fiscal year ended December 31, 2006 or during 2007 prior to the date of this Proxy Statement for
performance by any named executive officer in 2006 :

Option Exercises and Stock Vested

The following table shows information about exercises of stock options by the named executive officers
during 2006. No.restricted stock, stock appreciation rights or other equity-based awards have been granted to any
named executive officers. The optlons and information shown in-the table have been adjusted to reflect a-5 percent
stock dividend paid on September 15, 2006. : : T '

Option Exercises, | ) .
. + Option Awards )
. Number of Shares Value Realized on -

Acquired on Exercise . . Exercise -

Name . ‘ o = () : < )

Demetra M, Takes . : 97,282 (1) $947,654 .
Gregg J. Wagner 46,525 (1) oss22407
Gieorge S. Rapp ' : ' -0- . ’ $o -
Michael B. High -0- ‘ $0

John W. Eisele -0- © 80

James F. McGowan . -0- fo

Mikkalya W. Murray ' -0- $0

(1) Options exercised were granted under the 1993 and 1998 Stock Incentive Plans.

The options exercised by named executive officers were all or portions of awards granted on October 27,
1998 and December 1, 2000. The exercised awards were incentive and/or nonqualified stock options. Ms. Takes
sold all shares for financial planning purposes. Mr, Wagner sold 21,550 shares and retained 24,975 shares.
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Outstandmg Equ1ty Awards

The followmg table shows information. about outstandmg equity awards held by named executive officers at
December 31, 2006. No restricted stock, stock appreciation rights or other equity-based awards have been granted
to any named executive officers during 2006. The options and pricing shown in the table have been adjusted to
reflect a 5% stock dividend paid on September 15, 2006.

Outstandmg Equity Awards At Fiscal Year-End

. ‘Option Awards
Name-

! Number of Securities Number of Securities Option Option
. ‘Underlying Unexercised -Underlying Unexercised Exercise Expiration
Options : : Options - « Price Date
# ® (%)
- . . Exercisable . Unexercisable .
Demetra M. Takes 4,167 (1} 2,778 527.37 12/30/2013
3,307(2) 4,962 52454 12/30/2014
2,153 (3) 8,609 - $20.10 12/08/2015
'Gregg I Wagner - B, B ’ 0. e -0 -
George S. Rapp 441 (4) . 1,764 819.54 05/18/2015
o S oL M5y . 2,940° $20.10 12/08/2015
. Michael B. High 4,630 (5) 6,946 $24.22 02/23/2014
3,307 (2) 4,962 $24.54 12/30/2014
2310(3) 9,240 a $20.10 12/08/2015
John W. Eisele - / T -0 : - - -0- -
James F. McGowan 2,315 (6) . 3,474 $21.63 08/23/2014
1,102 (2) 1,654 $24.54 12/30/2014
1,123 (3) 4,495 ..t $20.10 12/08/2015 -
Mikkalya W. Murray ' -0- o " -0- TR SO --

't lncentlve stock optlon granted December 30 2003, vesting ins equal annual installments on the anmversary of grant, sub_'ect to0 IS0
- limitation under Section 422(d) of the Internal Revenue Code.

{2) Incentive stock option granted December 30, 2004, vesting in 5 equal annual installments on the anniversary of grant, subject to ISO
limitation under Section 422(d} of the Internal Revenue Code.

{3) Incentive stock option granted December 8, 2003, vesting in 5 equal annual instaliments on the anniversary of grant, subject to ISO
limitation under Section 422(d) of the Internal Revenue Code.

{4) Incentive stock option granted May 18, 2005, vesting in 5 equal annual installments on the anniversary of grant, subject to ISO
limitation under Section 422(d) of the Internal Revenue Code.

(5) Incentive stock option granted February 23, 2004, vesting in 5 equal annual installments on the anniversary of grant, subject to ISO
limitation under Section 422(d) of the Internal Revenue Code.

(6) Incentive stock option granted August 23, 2004, vesting in 5 equal annual installments on the anniversary of grant, subject to ISO
limitation under Section 422(d) of the Internal Revenue Code.

Ms. Murray and Mr. Wagner forfeited all outstanding options on their respective termination dates,
September 1, 2006 and September 26, 2006.
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Pensmn Benefits

The following table: shows’ inforimation about ret!rement payments and benefits for nanied executwe

officers as ofDecember 31, 2006 B TL A o e T NIRRT A
' , . Tt o T ' . o et c T '
. %+, -y . Pension Benefits. Lot - R ]
B A T Number of g Present Valjue ° Payments
. ! A “Years Credited ' of Ac_cumulated ‘Diring Last "
o N TR B Tt LT D8epvice - - " Benefit ". Fiscal Year
Name . . N ; Plan Name. .. % . .., ! j_.ijf.- ) o o (8 3 .o
Demetra M. Takes HNC Pefsion Plan Cooe @y, 8374944, T, <0 ‘
; : > Supplemental Employee Retnrcment Plan -- $804,452 Yo -0-
Greag J. Wagner »,,HNC Pension Plan v % ¢ - St e s 130, o $- 65,884 -0-
. gg S Wagn ‘Supplemental Employee Retirement Plan’ - -0- . -0-
Georee S Rai HNC Pension Plan 7. .. e, 026 817289 Sl
o 2e . I pl‘) . _sSupplememal Employee Retirement Plan § sty a0 e A0 R
. e ., . HNC Pension Plan’r .., - ' 30 .$ 43 514, Ce0e
M:(_:had B Hl,gh L. Supplemental Employee Retlrement Plan o T $162, 762'. -0-
B HNC Pension Plan . N L 2. .4{ $ 28, 808 o o 0
:_.lo_lm W Eiscle.» 1 Supplelnental Employee Retlrement Plan ) Lo " ‘$ 54,033 o0 B
fames F. McGowan ""HNC Pension Plan o Ttz e 8216667 e
: ) S SUPPlemental Employee Rettrement‘Plan et e T B 250679 0 T
Ry L HNG Pension Plaft «+f © 7% RESAR 3L e 804,492, AT 5
Mlkkalya w. Murray Supplemental Employee aRetlrement Plan R T e =0 e _ ~0- !

Pension Plan., The corporatton maintains a n0n~contr1but0ry funded pensron-plan for-all employees of'its -
subsidiaries over age 21, who:have completed 1 yeariof service and who work a minimum'of 1000 hours.in the - .. ..
year. Annual benefits to eligible-retired employees at age 65 or, if later, the 5 'anmversary of'the first day-of the
plan year m which they began to: part1c:1pate in the plan are prov1ded according, to the followmgrformula N

LT o S A vy

The product of (A) and (B) where

(Al) 1sthesumof b SRR et . AT
(i) 65% of average compensatlon,,plus ' - M BRI
. (i) .60%, (.56% or .52% for participants’ whosé social security retlrement age is 66 or67,
respectively) of average compensation.above the covered compensation level of an individual
.. attaining the socjal secunty retirement age in, the current plan year;and ... . . .
(B) s the participant’s years of service as. of his normal reurement date, but not. m excess of 25 years

ST N

Covered compensatlon is a 35-year average of the current and prior | Soc1al Security Taxab]e ,Wage Bases.
Average compensition is the average of the highest 5 consecutlve salanes excludmg bonuses, dunng the last 10
years of employment Compensation for pension purposes is limited to $220 000 (for calendar year 2005 the
compensation limit was $210,000; for calendar year 2004 the compensatton limit was $205,000; and for.2002 and
2003 the compensation limit was $200,000) as required under federal pension law.. Total contributions by -’
Harleysville National Bank to the pension plan for the years ending December 31, 2006 2005 and 2004, were
$1,250,000, $1, 500 000 and $1, 500 000, respectively. ‘ , . '

Supplememal Executzve Retzremenf Plan Harleysv1lle Management Services: mamtams a. Supplemental Executive -
Retirement Plan for certain officers and key employees. The plan provndes for payment 10 the covered employee of -
an annual supplemental ret1rement beneﬂt of up to, 50% of their average annual compensanon upon retirement,

offset by 50% of the employee’s social security retirement income, defined § pensron benefit, and projected i mcome ;
from the employer’s 401(k) matching contributions. There is a lifetime payout in retxrement benefits with a
minimum payout of 10 years. There is a pre-retirement death benefit, payable for 10 years,of 100%.of the average
annual compensatlon for the first.year, and up to 50%.of the average annual compensation for the next 9 years.

Non-Quallﬁed Deferred Compensatlon : o

Nane of the named executwe ofﬁcers recelved any nonquahﬁed deferred compensanon durmg 2006
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4010k Plan . S :

The corporat1on mamtams a 401(k) plan Itis as tax -exempt profit-sharing plan qualified under section
401(a) of the Internal Revenue Code. All employees are eligible to participate on the first day of the calendar
quarter following 3 months of serv1ce if they are 21 years of age, They may contribute a maximum (up to IRS
dollar 11m1ts) of their salary on a pre-tax basis, with a 50%" employer- ‘match, up'to a maximum of 3% of salary. The
plan assets, ‘which mclude the corporation’s stock and other investment optlons are managed by an independent
investment manager. Distributions are made upon normal retirement at age 65, early retirement at age 55 with a
minimum of 15 years of service, or upon disability, death, termination or hardsh1p A part1c1pant may elect
d1str1buttons ina lump sum or in installments. , - ! :

- w"
i

Potentlal Payments Upon Termmatlon Or Change In Control

Payments under each executlve s contract as deta1led below would be tr1ggered by termination of
executive's employment for cause (misconduct for example), good reason; -disability,death, voluntary separation
absent good reason (as in the case of retirement), involuntary termination absent cause (as.in the case of poor *
performance), and also in the event of a change in control. Good redson 1s defined as (i) the assignment of duties

. and responsibilities inconsistent with executive's contracted: posmon (n) a feduction in salary or benefits, or (iii) a

reassignment that requires executive to move his/her prmc1pal office more than 50 mlles from the corporation's
prmmpal office. The Compensation- Committee of the Board shall confirm the reason: for separation. All payments
are contingent upon the execution of a legal release, and may be made by either lump sum or monthly installment,
except for pension payments which shall be made according to the eXecutive's electlon under the pension plan.

Post-termination, each executive is' proh1b1ted from competing-directly or. mdlrectly with the corporation
for a périod of 1 year within a ion-competition area that includes all counties in-which the corporation is located; or
any county contiguous to such a'county, including contiguous counties located outside of the Commonwealth of

Pennsylvania.- Each executive is also prohibited from soliciting corporation,customers or employees,and from

disclosing confidential or privileged information obtained in the course of employment with the corporatlon Each
executive acknowledges that all work product belongs to the corporation, and agrees o return any company
property or documents obtained in the course of employment with the corporation. Both the corporation and each
executive agree to the use of arbitration as the means for resolving; contract dlsputes other than those concemning
these restrictions and acknowledgements which may be lmgated

. The followmg table'shows the potential payments'and benefits payable to Demetra M. Takes, the

corporation’s Interim Premdent and Chief Executive Officer, upon a separation of employment under terms of her
employment agreement assummg the event'giving rise to such’ payment occurréd on'Decermber 31, 2006.
: Reason for Separatton

Form of Com’pensation' o Death,(l) :Disability Cause *. ‘Good Voluntary, = Change in Other
T : * Reason absent Good  * Control, Involuntary
T BRI e e B o - Reason ) ' :

Salary/Severance R ¥ I f o080, - 8126972 - 80 _$309,‘960 i . $0 $619,920 $309,960

- Value ofEmployee Benefis - .. .4 - T , . L . .
W . Medical .. ° 80 _..$4775 S0 . $4775 . SO . $9.550 $4,775
Y- Dental v 7 Ts00 LT 7 833s S s0 . sms 30 $670 $335
Life f0 ' $960 $0° $960° 50 $1:920 $960
Disability * . %0 80 $0 .- $444 . 50 $888 3444
T Vision 80 . ' $60 $0 - 860 1] - %120 - 360
: - 40‘1(k).Match 80 ... 30 - 80 - $6,750 $0 $13,500 - " $0

Pension Plan (2) -, o ,$187 472 . .$374,944 3374 944  $374,944 .- $374 944  $374,944 $374,944

SERP (3) . ) $34] 436(3) Lo .80 $0° . $89,441(b) - . $0(c) $89,441(d) . 50

Equity (4) L o T L

Veésted Stock opifc'ms T80 ‘-.)' $0- - - %0 .30 $0 $0 - $0

Unexercisable Stock Options -+ =~ $0(z) . * .30(a) - . ©$0 - '$0(b)_ s $0(b) L $0(e) o 30(b)

(1) Does not include the proceeds frorn any employer-paid life i insurance poltctes Co
(2) Present value of accumulated benefit under the corporat:on s pension plan as of December 31 2006, payable at nonnal retlrement age ] !"
65. . s : . !
{3) Under the corporatton s Supp]emental Executive Retu’ement Plan, the executwe is ent]t]ed to monthly benefits as fo]lows i
o e T P R O IR s 1
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a. Death before retirement: Represents annualized first year benefit. The benefit is paid monthly to survivors in the amount of
$28,453 per monih for the first'12 months following executive’s death; then $14,226 monthly from month 13 until the date that

. would have been the exccutive’s 65™ birthday, but not less than 120 months. >
b. Good reason: Represents annualized benefit. The benefit is paid monthly as follows: At age 65, the executive reccives the' deferred
vested benefit amounting to $7,453 per month for life, but ot less than 120. months. * » + v ot o

¢. Retirement: Not eligible at this time. Monthly retirement benefit is equal to 50%-times 1/60" of Ms. Takes' total annual -

’ compensation (including salary, overtime and bonus) from the company for her:last 5 consecutive.full'calendar years’of employment .
immediately preceding her retirement at or after age 65; less % of her monthly social security benefit, less'the monthly income from
the company’'s defined benefit pension plan, and less the projected‘monthly retirement income derived from the cornpany s matching
contributions to her 401(k). If she dies before recewmg a mrmmum of 120 monthly retirement payments the remammg paymenl.s
will be paid to her beneficiary. e ! .oty St

d. Change in control — Represents annualized benefit. Ms Takes would be entitled to a deferred vested retlrement benef t amoumlng
** to $7,453 per month for life, but not less.than 120 months. This. benefit is .payable.when Ms. Takes reaches age 65 and calcu]ated on

compensation carned only while employed by the company. No benel' ts are payable if Ms Takes voluntanly termmates her i

employment without Good Reason. .

(4) Based on the closing price of Harleysville National Corporanon comnion stock as of December 31 2006, $19.31;
a Vestmg of stock options does not accelerate. upon death or disability. The optionee or the optionee’s estate, as applicable,i may ~

exercise the vested portion of any outstanding awards for a period of one-year from the date of disability;or death, as apphcable, of ,
the opnonee As of December 31, 2006, the intrinsic value of all outstanding exercisable options held by Ms. Takes was zero since
the exercise pricc was greater than the'market price of the corporation’s common stock as of December-31, 2006, 'y .

b. Vesting of stock eptions does not accelerate for any reason, except change in control. In the case of normal rctlrement the optionee
may exercise the vested portion of any outstanding awards for a period of 3 months from the dale of retlrement As of December 31
2006, the intrinsic valié of all outstanding’ exercisable options held by Ms. Takes was zefo since the exercise price was greater than '
the market price of the corporation’s common stock as of December 31, 2006,

¢. Upon change in control, vesting accelerates and all outstanding options become immediately exercisable. However, as of December
31, 2006, the intrinsic value of all outstanding exercisable options held by Ms. Takes was zero since the exercise price was greater
than the market price of the corporation’s common stock as of December 31 2006

e N >, '
. LI

" In the event of a termination for good reason or 1nvoluntary termmauon absent cause, ‘severance benefits.to-
Ms. Takes equal one (1) times annual agreed compensation plus continuatiori of basic health & welfare and
retirement benefits for a period of twelve months. Payments for disability include 70% of ‘agreed compensation,
less amounts payable under any disability plan of the corporation, plus benefit continuation until the earliest of (i)
return to work, (ii) attainment of age 65, or (iii):death. In the event of her death, Ms. Takes' base salary will be paid
through.the end of the employment period: In the event of a termination related to a change of control, severance -
benefits are increased to 2.0 times annual agreed compensation plus continuation of health & welfare benefits f'or a
correSpondmg period of months, There is no provision ; for payment in the event of her death. A

The followmg, table shows the potent1al payments and beneﬁts payable to George S. Rapp, Executwe Vice
President and Chief Financial Officer, upon a separat1on of employment under terms of l11s employment agreement
assummg the event glvmg rise to such payment occurred on December 31, 2006."

S

‘Reason for Separation e Lo DA

Form of Compensation Death{l) Disability Cause  Good Reason .+ Voluntary,” . Changein . . Other
' . co e XK . < “absent Good. « .. .CGontrol Involuntary
) : : : o : o "Reason " - - R
Salary/Severance 0807 7 s4R07S T.o- 80 . 8187250, 130 - 8374500 $187,250
Value ofEmployee Beneﬁls . : R oo . S A N
" ‘Medical $0 $11,077. . $0 8077 . r =80 - ($22,054 . $11,077
. "~ Dental $0. . 3646 %0 . 15646 ’ o %0 .0 . 81,292 $646
Life - 80 %158 .80 . . 8719 - . 50 - 31,438 719
Disability $0 $0 150, 8444 .. $0-- - $888 . . $444
Vision $0 -89 50 1 - 396 L ow 80 . 8192 - . $96
Pension Plan (2) Cot . $8,645 . $I7 289-  $17,289° . $17,289 . T 817,289 7, 317,289 - ~$17,289
SERP (3) I $0 .50 S0 L e i 80e, e $0 $0
Equity (4) Coen e o R
Vested Stock Opuons - $0 “ $0 o B0 o 0 50 oo $0. ¢ 'SD v $0

Unexercisable Stock Options - '30(a) . $0(a} - .30 $0(b) $0(b) . $0(c) ' . $O(b)

(1) Does not include the proceeds from any emp!oyer—patd life i insurance pohc1es :
(2) Present’ value of accumulated beneﬁt under the corporanon 5 pensnon plan as of December 31, 2006, payable at normal renrement age
65. . . : .
(3) Currently not applicable to Mr. Rapp. - e C ' IR
(4) Based on the closing price of Harleysville National Corporatxon common stock as of Decémber 31,2006, $19.31.
a. Vestmg of stock opt:ons does not accelerate upon death or dlsablhty The optionee: or the opuonee s estate, as apphcable may
exercise the vested poriion of any outstanding awards fora pertod of ¢ one year from the date of dlsab1l1ty or death, as appltcab]e of

El
L
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the opttonee JAs of December. 31, 2006, intrinsic value,of all outstanding exercisable options held by Mr. Rapp was zero since the
exercise.price was greater than the market price of the corporation’s common stock as of December 31, 2006.
b. Vesting of stock options does not accelerate for any reason, except change in control. In the case of normal retirement, the optionce
" may exercise the vested portion of any.outstanding awards for a period of 3 months from the date of retirement. As of December 31,
2006, the intrinsic value of all outslandmg exercisable options held by Mr. Rapp was zero since the exercise pnce was greater than
the market price of the corporation’s common stock as of December 31, 2006. ;
.€. Upon change in control, vesting accelerates and all outstanding options become immediately exerctsable However as of December
.31, 20006, the intrinsic value-of all outstanding exercisable options held by Mr. Rapp was zero since the exercise pnce was greater
., than the market pnce of the corporation’s common stock -as of December 31, 2006.,,

ln the event of a termmanon for good reason or involuntary termmanon absent cause severance benefits to
Mr. Rapp equal 1 times annual agreed compensation plus continuation of basic health & welfare benefits for a
period of twelve months. Payments for disability include 70% of agreed compensation less amounts payable under
any disability plan of the eorporation plus benefit continuation until the earliest of (i) return to work, (ii) attainment
of age 65, or (ii1) death; one year is illustrated. There'is no provision for payment in the event of his death. In the
event of a termination related to a change of control, severance benefits are increased to 2 times annual agreed
compensation plus contmuanon of health & welfare beneﬁts for a corresponding penod of months.

The followmg table shows the potentlal payments and benefits payable to’ Mlchael B. High, Executive
Vice President and Chief Operatmg Officer; upon a separation of emp]oyment under terms of his employment
agreément, assuming the event giving rise to such payment occurred on December 31, 2006.

. " Reason for Separation ,
Form of Compensation .t Death (1) . Disability Cause . - Gobd Voluntary, . Change in. . Otheér
‘ S e ' : o + u. Reason - .- absent Good Control  + Involuntary
. o - . e Reason
Salary/Severance $352,500 $107, 400 30 $282,000 $0 $843,180 $282,000
Value of Employee Benefits . _ . o o :
« | - Medical .0, $l3 438 , %0 .. 813438 fo . $40314 | $13,438
' Dental 0, .. %0 30 50 _ , %0 - 50 . . 80
.. Life 30 $960 $0 S960 R 1] $2,880 . 5960
X Disability =~ = S0 %0 Cs0° sadd S50 $1,332 © %444
‘ ©l - Vision - T80 7 $159 50 3159 . $6 %477 $159
Pension Plan (2) .- Lot - 321,757 0 843,514 $43 514 - $43514 - . 1843,514 . $43,514 843,514
SERP(3) . -, .- . $250 944(3) v o 80 ;30 80 , $0(by  $66,820(c} . 50(d)
Equity (4) . SR S . o
" "Vested Stock Opttons VI ) 80 st ’ 80 T80 . $0
Unexercnsable Stock Options. 0a) .. $0(a) . $0. ) $0(b) . o) o $0(c) $0(b)
(l) Does not include the proceeds from any employer-paid life i msurance pol1c1es " o -

(2) Present value of accumulated beneﬁt under the corporatton § penston plan as of Decernbcr 31, 2006 payable at normaj, retirement, age

65. '

(3} Under the corporation’s Supplemental Executive Retirement Plan, the executive is entltled to monthly benefits a5 follows:
a. Decath before retirement: Represents annualized first year benefit. The benefit is. paid monthly to survivors in the amount of
" $20,912 per month for the ﬁrst 12 months following executive’s death; then $7,320 monthly from month 13 until the date that would
have been the executive’s 657 birthday, but not less than 120 months. ' .
.b. Retirement: Benefit is contingent upon completion of 5 years of employment: Monthly retitement benefit is equal to 35% times
1/60" of Mr. Htgh § total annual compensation (including salary, overtime and bonus) from the company for his last 5 consecutive
- full calendar’years of employment immediately prccedmg his retirement at or after age 65, less % of his monthly social security
benefit, less the monthly income from the company’s defined benefit pension plan, and less the pl'O_lCClCd monthly retirement income
derived from the company s matching contributions to his 401{k). If he dies beforc recéiving a minimiim of 120 rnonthly retirement
payments, the remaining payments will be paid to his beneficiary. ! e
c. Change in control - Represents annualized benefit. Mr. High would be cntttled to a deferred vested monthly retirement benefit
« amounting to $5,568 pet month for life, but-not less than 120 months. hlS benef“t is payable when Mr. High reachcs age 65 and
calculated on compensation earned only while employed by the company.’
¢. Other Involuntary — if Mr. High’s employment is terminated after 5 years of employment but prior to age 65, he would be entitled to
a retirement benefit at an accrued rate of 3.5% of his average monthly compensation per years of service. | '
(4) Based on the.closing price of Harleysville National Corporation common stock as of December 31, 2006, $19.31. .

a. Vesting of stock options does not accelerate upon death or disability. The opttonee or the optionee’s estate, as,applicable, may,
exercise the vested portion of any outstanding awards for & ‘period of one- ycar from the date of disability or death, as appllcable of .
the opltonee As of December 31, 2006, the intrinsic value of all outstandmg exercisable optlons held by Mr. ngh was zero smce
the exercise price was greater than the market price of the corporation’s comumon stock as of December 31, 2006. ;
b. Vesting of stock options does not accelerate for any reason, except change in control. In the case of normal retirement, the optionee

may exemise the vested portion of any outstanding awards fora penod of 3 months from the date of retirement. As of December 31,
2006 the ifitrinsic. value of all outstandlng exercisable options held by Mr. High.was zero since, the exermse price was greater than
the market price of the corporanon s common stock as of December 31, 2006.

N

28




¢. Upon change in control, vesting accelerates and all outstanding options become immediately exercisable. However, as-of December
31, 2006, the intrinsic value of all outstanding exercisable options held by Mr. High was zero since the exercise price was greater
than the market price of the corporatron s common stock as of December 31 2006

v sy G . L v

) In the event of a termination-for good reason or mvoluntary termmation absent cause, severance benefits to
Mr. High equal 1 times annual agreed compensation plus continuation of basic health & welfare benefits for a :
period of twelve moriths. Payments for disability include 70% of agreed compensation, less amounts payable under
any disability plan of the corporation, plus benefit continuation until the earliest of (i) return to work, (ii) attainment
of age 65, or (iii) death; one year is illustrated. In the event of his death, Mr. High's base salary will be paid
through the end of the Employment Period. In the event of a termination related to a change of control, severance
benefits are increased to 2.99 times annual agreed compensation plus continuation of health & welfare benefits for
a correspondmg period of months.

The following table shows the potential payments and benefits payable to John W. Eisele, Executive Vice
President and President, Millennium Wealth Management & Private Banking, a division of Harleysville National
Bank, upon a separation of employment under terms of his employment agreement, assummg the event giving rise
to such payment occurred on December 31, 2006. :

Reason for Separation

Form of Compensation Death (1) Disability Cause " Good " Voluntary, Changein - - Other
- L * Reason absent Good Control Involuntary
Reason
Salary/Severance  * - ' 80 $79,435 "%0 $242 050 © %0 $484,100 $242.050
Value of Empioyee Benefits : ‘ - . :
Medical ' 5o $14,163 $0 $14,163 %0 $28,326 $14,163
Dental $0 $1,051 ©80 $1,051 - $0 - 52102 - $1,051
Life $0 $929 - 50 " $929 30 $1,859 - §929
Disability $0 g0 °  $0 3444 50 $888 $444
Vision 50 §159: ¢ $0- 159 - $0 - 3318 © 8159
Pension Plan (2) -~ - - §14,404 528,808 $28,808" - 828,808 - $528,808 - $28,808 -$28,808
SERP (3) $248,940(a) $0 $0 : $0 o+ - $0(t) $54,247(c) ~ $0
Equity (4) ‘ < : s e
Vested Stock Options ‘ 50 $0 30 ©o%0 7 50 - 80 $0
Unexercisable Stock Options $0(2) 0@ - %0 $0(a) $0(a) - 80{a) $0(a)

{1} Does not include the proceeds. from any employer-paid life insurance policies,
{2) Present value of accumulated benefit under the corporatlon s pension plan as of Dccember 31, 2006, payable at ‘normal retirement, age

65,

(3) Under the corporation’s Supplemental Executive Retirement Plan, Mr. Eisele’s beneﬁts COMIMENce upon a triggering event and
attainment of age 73. The executive is entitled to monthly benefits as follows:

a. Death before retirément: Represents annualized first year benefit. The benefit is paid monthly to survivors in the amount of
$20,745 per month for the first 12 months following executive’s death: then $6,223 monthly ffom menth 13 uiitil the date that would
have been the executive’s 65" birthday, but not less than 120 months.

b. Retirement: Benefit is contingent upon completion of 5 years of employment.” Monthly retirement benefit is equal to 30% times
1/60™ of Mr. Eisele’s total annual compensation (including salary, overtime and bonus) from the company for his last 5 consecutive
full calendar years of employment immediately precedmg his retirement at or after age 65, less % of his monthly social secunty
benefit, less the monthly income from the company's defined benefit pension plan, and less the prolected monthly retirement income
derived from the company’s matching contributions to his 401(k). Ifhe dies before receiving a mmrmum of 120 monthly retirement
payments, the remaining payments will be paid to his beneficiary.

c. Change in control — Represents annualized benefit. Mr, Eisele would be entitled to a deferred vested monthly retirement benefit
amounting to $4,521 per month for life, but not less than 120 months. This benefit is payable when Mr. Eisele reaches age 73 and
calculated on compensatron earned only while employed by the company.

d. Other Involuntary — If Mr. Eisele’s employment is terminated after 5 years of employment but prior to' age 73 he would be entitled
to a retirement benefit at an accrued rate of 3.0% of his average monthly compensation per years of service.

(4) Based on the closing price of Harleysville National Corporation common stock as of December 31, 2006, $l9 3t. '
a. Currently not applicable to Mr. Eisele. o o _ . -

1l

In the event of a termination for good reason or involuntary termination absent cause, severance benefits to
Mr. Eisele equal 1 times annual agreed compensation plus continuation of basic health & welfare benefits for a
period of twelve months. Paynients for disability include 70% of agreed compensation, less amounts payable under
any disability plan of the corporation, plus benefit continuation until the earliest of (i) return to work, (ii) attainment
of age 63, or (iii) death; one year is illustrated. There is no provision for payment in the event of his death. In the
event of a termination related to a change of control, severance benefits are increased to 2 times annual agreed
compensation plus continuation of health & welfare benefits for a corresponding period of months.
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The following table shows the potential payments and benefits payable to James F. McGowan, Jr.,
Executive Vice President and Chief Credit Officer, upon a separation of employment under terms of his
employment agreement, assuming the event giving rise to such payment occurred on December 31, 2006.

: - ‘ Reason for Separation - Y.
Form of Compensation  _+]- Death (1) Disability Cause: . ,Good , +, . Voluntary, Change in Other
' Reason -  absent Good Control , Involuntary
_ L . ' Reason o
Salary/Severance $0 $28,003 $0 5160 000 ) . 50 3320 000 $160,000
Value of' Fmployce Benefits SRR : W S Th
. EI Medical 50 . 814,163 - $0- $l4 163 . - 50 $28‘326 . $14,163
: Dental $0 -$1,051 30 $1,051 , - %0 $2,102, £1,051
Life 50 5614 50 $614 80 $1.229 8614
Disability 50 $0 $0 $414 30 5828 - $414 -
_ - Vision 50 ‘ $0 - 50 ) S0 . 30 .50 $0
Pension Plan (2) ) $10,833 321,666 321,666 $21,666 . "$21,666 521,666 321,666
SERP (3) : “$157,056(a) $0 $0  $7.860(b) ©80(c)  $7,360(d) 30
Equity (4} P . ‘ . et :
Vested Stock Options 50 $0 30 30 5o .30 50
Unexercisable Stock Options SO(a) $0(a) 50 30(b) 50(b) 50(c) $0(b)

(1) - Docs not include the proceeds from any employer paid life insurance policies. .
{(2) Present value of accumulated benefit under the corporation’s pension plan as of December 31 2006, payable at normal retlrement age

65.

{3) Under the corporation’s Supplemental Executive Retirement Plan, the executive is entitled to monthly benefits as follows:.

a. Death before retirement: Represents annualized first year benefit. The benefit is paid monthly to survivors in the amount of
$13,088 per month for the f'rst 12 menths following executive's death; then $6,544 monthly from month 13 until the date that would
have been the executive’s 65 birthday, but not less than 120 months.

b. Good reason: Represents annualized benefit. The benefit is paid monthly as fo]lows At age 63, the executive receives the deferred
vested monthly benefit amounting to $655 for life, but not less than 120 months.

¢. Retirement: Not cligible at this time. Monthly retirement benefit is equal to 50% times 1/60™ of Mr. Mcanan s total annual

- compensation (including salary, overtime and bonus) from the company for his last 5 consecutive full calendar years of employment
immediately preceding his retirement at or after age 65, less % of his monthly social security benefit, less the monthly income from
the company’s defined benefit pension plan, and less the projected monthly retirement income derived from the company’s maiching
contributions to his 401(k). If he dies before receiving a minimum of 120 monthly retirement payments, the remaining payments
will be paid to his beneficiary. No benefits are payable if Mr. McGowan voluntarily terminates his employment without Good
Reason.

d. Change in control — Represents annualized benefit. Mr. McGowan would be entitled to a deferred vested monthly retirement benefit
amounting to $655 per month for life, but not less than 120 months. This benefit is payable when Mr. McGowan reaches age 65 and
calculated on compensation ¢arned only while employed by the company.

{(4) Based on the closing price of Harleysville National Corporation common stock as of December 31, 2006, $19.31.

a. Vestmg of stock options does not accelerate upon death or disability. The optionee or the optionee’s estate, as applicable, may
exercise the vested portion of any outstanding awards for a period of one-year from the date of disability or death, as applicable, of
the opticnee. As of December 31, 2006, the intrinsic value of all outstanding exercisable options held by Mr, McGowan was zero

_ since the exercise price was greater than the market price of the corporatlon s common stock as of December 31, 2006,

b. Vesting of stock options does not accelerate for any reason, except change in cantrol. Tn the casé of normal retirement, the optionee
may exercise the vested portion of any outstanding awards for a period of 3 months from the date of retirement. As of December 31,
2006, the intrinsic value of all oulstandmg exercisable options held by Mr. McGowan was ZeT0 since the exerc1se price was greater

" than the market price of the cérporation’s common stock as of December 31, 2006. ;

¢. Upon change in control, vesting accelerates and all outstanding options become immediately exercisable. However, as of December
31, 2006, the intrinsic value of all outstanding exercisable options held by Mr. McGowan was zero since the exercise price was
greater than the market price of the corporation’s common stock as of December 31, 2006.

In the event.of a termination for good reason or involuntary termination absent cause, severance benefits to
Mr. McGowan equal | times annual agreed compensation plus continuation of basic health & welfare benefits for a
period of twelve months. Payments for disability-include 70% of agreed-compensation, less amounts payable under’
any disability plan of the corporation, plus benefit continuation until the earliest of (i) return to work, (ii) attainment
of age 65, or (iii) death; one ycar is illustrated. There is no provision for payment in the event of his death. In the
event of a termination related to a change of control, severance benefits are increased to 2 times annual agreed
compensation plus continuation of health & welfare benefits for a corresponding period of months.
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: .+ .Executive Employment Agreements. - ¢

R [N . . . o e

DemetraM Takes ; G

In 1998 the corporat;on and Harleysv1lle Natlonal Bank entered into an employmcnt agreemcnt with _
Demetra M. Takes, Executive Vice President, Harleysv1lle and President and Chlef Executlve Officer, Harleyswlle
Nationa! Bank (the “Takes Employment Agreement”)

The Takes Employment Agreement is for a term of 3'years; renewing automatically at the end of the three-
year period for an‘additional one-year term. The employment agreement renews automatically at the end of each
one-year extension. Either party must provide at least 1-80 days written rioti¢e prior to an annual renewal date’in the
event this agreement shall terminate at the end of the then existing employmént period. The agreement specifies -/ -
position title and duties, compensation and benefits, and indemnification and termination provisions. The executive
will be entitled to participate in annual and long-term incentive plans and employee benefit plans, receive annual ™
vacation in accordance with the policies established by the Board of Directors of the corporation, and receive an
automobile and maintenance of such automobile. If the executive is terminated or upon occurrence of other events
following a "Change in Control," as defined in the agreement, she may receive up to 2.0 times her agreed =
compensation and may continue participation in employee benefit plans. The Takes Employment Agreement also -
contains a non- competmon provision and a oonﬁdentlallty provision,
James F. McGowan and George S. Rapp

N
oo

Effective August 2004, Harleysville Management Services, LLC, entered into an employment agreement
with James F. McGowan, Jr. upon his emp]oyment as Executive Vice Presxdent and Ch1ef Credlt Off icer of the
bank and the corporatlon . :

. Harleysville: Management Services, LLC, also entered mto an employment agreemcnt with George S,
Rapp, effective May 2005 and amended December. 15, 2006, pursuant to his employment as Executwe Vice
President and-Chicf Financial Officer of the bank and the corporation. . :

Each agreement is for a term of 2 years, renewing automatioally at the end of the two-year period for an
additional one-year term. The employment agreements renew automatically at the end of each one-year extension,
Either party must provide at least 90 days written notice prior to an annual renewal date in the event this agreement
shall terminate at the end of the then existing employment period. The agreement specifies position title and duties,
compensation and benefits, and mdemmﬁcanon and termination provisions. The executives will be entitled to
participate in annual and long—term incentive plans and employee benefit plans and to receive annual vacation in
accordance with the policies established by the Board of D1rectors of Harleysville. Each executive also receives an
automobile allowance. If either executive is terminated or upon occurrence of other events following a "Change in
Control," as defined in the agreement, he may receive up to 2.0 times his agreed compensat1on and may continue
part1c1pat1on in employee benefit plans The agreements also contain a non-competition provision and a
confidentiality provision. '

Michael B. High - S ' ' : ’ : :

Effective April 1, 2005, Harleysville Management Services, LLC, entered_ into an employment agreement
with Michael B. High, Executive Vice President and Chief Operating Officer of the corporation and Harleysville
National Bank that is (the “High Employment Agreement”).

The High Employment Agreement is for a terth of 3 years and will automatically extend for one additional
year at the end of the first three years and on every anmversary of the High Employment Agreement, unless notice
to terminate is given 90 days prior to renewal. The executive is entitled to participate in annual and long-term -
incentive plans and employee benefit plans, receive 4 weeks of vacation each year, and receive a car allowance.

The High Employment Agreement will automatically terminate for "Cause," as defined in the agreement, and all
rights under the agreement will terminate. The High Employment Agreement will automatically terminate if the
executive terminates the agreement for "Good Reason,” as defined in-the agreement, or is terminated by the
corporation without cause and the executive will receive (1) the greater of the compensation they would receive for
remainder of the agreements’ term or one year’s compensation and (2) participation in the corporation’s benefit
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plans for twelve months. The High Employment Agreement will automatically terminate upon the executive’s
disability, as defined in the agreement, and he will receive employee benefits and an amount no greater than 70% of
his compensation less amounts payable under any disability plan until he (1) returns to work, (2) reaches 63,.or (3)
dies. The High Employment Agreement will automatically terminate upon the death of the executive and any
compensatton remaining for the term of the agreément will be paid to the executive’s survwors The ngh
Employment Agreement will automatically terminate upon voluntary termination of the agreement by the executive
absent "Good Cause,” as defined in the agreement. If the executive is terminated or'upon occurrence of other

events following a "Change in Control," as defined in the agreement, the executive may receive up to 2.99.times his
‘agreed compensation and will continue participation in employee benefit plans. The High Employment Agreement
contains restrictive covenants precluding the executive from engaging in competitive-activities in a certain area and
provisions preventing the executive from disclosing proprietary information about the corporation. -, -

John W, Eisele

)
] . )t S, 2

Effective Septémber 27, 2004, Harleysville Management Services, LLC, entered into an’employment’
agreement with John W. Eisele upon his employment'as Executive Vice President of the corporation and
‘Harleysville National Bank, and Président, Millennium Wealth Management and Pr1vate Bankmg, a d1v1510n of -
Harleysviile National Bank (the "Eisele Employment Agreement“) T T : -
The Eisele Employment Agreement is for a term of 3 years, renewing automatically at the end of the three-
year period for an additional one-year term. The employment agreement renews automatlcally at the end 'of each
one-year extension. Either party must provide at least 90 days written notice prior to an annual renewal date in the
event this agreement shall terminate at the end of the then existing employment period. The Eisele Employment
Agreement specifies position title and duties, compensation and benefits, and indemnification and termination_ .
provisions. The executive will be entitled to participate in annual and long-term incentive plans and employee
benefit plans and to receive annual vacation in accordance with the policies established by the Board of Directors of
Harleysville. Mr. Eisele also receives an automobile allowance. If the executive is terminated or upon occurrence of
other events following a "Change in Control," as defined in the agreements, he may receive up to 2.0 times his
agreed compensation and may continue parttcnpauon in employee benefit plans. The agreement also comams a non-
competition prov1s1on and a confidentiality provision. ‘

Related Party Transactions

Certain directors and officers of the corporation, their immediate famlly members and compames thh
which they are associated, are customers of the corporation’s banking subsidiary, Harleysville National Bank.
During 2006, these individuals, family members and companies had banking transactions with Harleysville
National Bank in the ordinary course of business. Similar transactions are expected to occur in the future. All
loans and loan commitments involved in such transactions were made in the ordinary course of business under
substantially the same terms, including interest rates, collateral, and repayment terms, as those prevailing at the
time for comparable transactions with other persons. In the opinion of the corporation’s management, these
transactions do not involve more than the normat risk of collection, nor do they present other unfavorable features.
Each of these transactions was made in compliance with applicable law, including Section 13(k) of the Securities
and Exchange Act of 1934 and Federal Board Regulation O. As of December 31, 2006, loans to executive ofﬁcers
directors, and their affiliates represented 5.9% of total shareholders’ equity in the corporation.

Harleysville National Bank has established written policy and procedures for the review, approval and/or
ratification of all related party transactions. These transactions are reported to and reviewed by Risk Management
and approved and/or ratified by the independent members of the Board of Directors.

-

Secti:on 16(3)" Beneficial Ownershi]:t Reporting Compliance
The rules of the Securities and Exchange Commission require that the corporation disclose late filings of

reports of stock ownership (and changes in stock ownership) by its directors and executive officers. To the best of
the corporation’s knowledge, there were no delinquent Section 16(a) filings during 2006.
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Report of the Audit Committee

The Audit Committee (“Committee”) oversees the ¢orporation’s financial reporting process on behalf of
the Board of Directors. In that connection, the Committee, along with the Board of Directors, has formally adopted
an audit committee charter setting forth its responsibilities. In addition, appropriate policies have been established .
to further strengthen disclosure procedures required under Sarbanes-Oxley Act of 2002,

Management has the primary responsibility for the financial statements and the reporting process including
the systems of internal control. In fulfilling its oversight responsibilities, the Committee reviewed the audited
financial statements in the Annual Report with management including a discussion of the quality, not just the
acceptablllty, of the accounting principles, the reasonableness of sngmﬁcant judgments and the clarity of disclosures
in the financial statements, ' :

The Committee reviewed with the independent auditors, who are responsible for expressing an opinion on
the conformity of those audited financial statements with generally accepted accounting principles, their judgments
as to the quality, not just the acceptability, of the corporation’s accounting principles and such other matters as are
required to be discussed with the Committee under generally accepted auditing standards. In addition, the
Committee has discussed with the indépendent auditors the auditors’ independence from managemeiit and the
corporation including the matters in the written disclosures required by the Independence Standards Board and
considered the compatibility of non-audit services with the auditors’ independence. '

The Committee discussed with the corporation’s internal and independent auditors the overall scope and
plans for their respective audits. The Committee meets with the internal and independent auditors, with and without
management present, to discuss the results of their examinations, their evaluations of the corporation’s internal
controls and-the overall quality of the corporation’s financial reporting. During fiscal year 2006, the Committee
held nineé meetings which included four conference calls to review eamings prior to their public release.

In reliance in the feviews and discussions referred to above, the Commnttee recommended to the Board of
Directors (and the Board has approved) that the audited financial.statements be included in the Annual Report on
Form 10-K for the year ended December 31, 2006 for filing with the Securities and Exchange Commission.

. Audit Committee - . . ) .
: : ' Walter E. Bateman II, Chairman - s S

‘ . LeeAnnB.Bergey . . oo “
. N .. " . . - [ThomasC. Leamer : '
o ' ' James A. Wimmer
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Independent Registered Public Accounting Firm S

- *'Grant Thomnton LLP, Certified Public Accountants, a registered public accounting firm, of Philadelphia,
Pennsylvania, served as Harleysville National Corporation’s independent Registered Public Accountmg Firm for
the 2006 fiscal year. :Grant Thomton LLP assisted the corporatlon and its subsidiaries with: - '

1 - PN
Lo ' .

’ - ' ' "
e preparation of federal and state tax returns, and ;
e assistance in connection with regulator.y matters, - . T :

A * v S L 'I..}" v ‘ f ' N 3
charging the banking subsidiaries for such service at its customary hourly blllmg rates. Aggregate fees billed to
Harleysville' National Corporation and subsidiaries by the independent. accountants for services rendered dunng the
fiscal year ending December 31, 2006, were as follows: . : "

" Typeseffees’ T atoe S e
Audit’F'ees"(l)“ o _-: $350, 259 C Lo $329368° 4 v
Audif Related Fees: (2) e S 31956 e :. L S4S018 . 1
.'TaxF::es ® R ;. T Tsiaais T i $143750 ;
All OtherFees @ e, ,-,'.O' . DU .,'0' A “
TOTAL ' §532430 o ssigIiE

N Ct Vo ' o Lot I o

(1) Audit fees consisted of audit work perfornied iri the preparatlon of financial staternents, Sarbanes-Oxley Sec. 404 certification’
work, as wellias work generally only the independent registered public-accounting firm can reasonably be expected to provide,
such as statutory audit and registration statements. .
(2) Audit re]ated fees consisted principally of audits of employec benefit plans and student loan audits.
' '(-3) Tax fees ¢onsisted prmcnpa][y of a551stance wtth matters rclated o tax compllancc and’ reportmg as well as ass:slance in the
© 7 development'of a management sérvices company' - . -
(4) Noother feesin2006. - = . -.», .. ' ' ; o

4

The Audit Committee pre-approves all audit and permissible non-audit services provided by the
independent certified public accountants., These services may include audit services, audit related services, tax
services, and other services. : The Audit Committee has adopted a policy for the pre-approval of services provided
by the independent certified public accountants. Under thé policy, pre-approval is generally provided for up to one
year and any pre-approval is detailed as to the particular service or category of particular services on a case-by-case
basis. The Audit Committee approved all.servicés.provided by Grant Thornton, during 2006 and 2005.

The Audit Committee has approved and-appointed Grant Thornton LLP, Certified Public Accounts, a
registered public accounting firm, as the corporation’s auditors for the fiscal year ending December 31, 2007. The
Board of Directors of Harleysviile National Corporation has ratified this appointment. Grant Thornton has advised
the corporation that none of its members has any financial interests in Harleysville National Corporation.

Representatives of Grant Thornton will be present at the annual meeting, They will be given the
opportunity to make a statement, if they desire to do so, and will be available to respond to appropriate questions -
after the meeting.

34




Electronic Distribution ' R N

. You may choose to receive future distributions of Harleysville’s material (quarterly reports, proxy-
statements, annual reports, etc.) via e-mail. Please follow your broker instructions to receive Harleysville’s
material electronically or you may go to www.hncbank.com,:select Investor Information and click on “E-Mail . -
Notification” from the list at'the top.of.the page. After appropriately completing and submitting the form, you.will
be notified each time:new information is relcased and becomes available on this website. You will be able to view
the documents by clicking on “Documents” and following.instructions, as prompted. If you need help w1th th1s
please call us at (215) 256-8851 and ask for Sharcholder Services.

Annual Report : : oL

" A copy of the corporation’s annual report for the fiscal year ended December 31, 2006-accompanies this
proxy statement. We furnish the annual report for your information only. We have not. 1nc0rporated the annual
report, or any part of the-annual report, in this proxy statement. ‘ W : . :

Legal Proceedings
i . *

In the opinion of the:management of the corporation, there are no proceedings pending to which the
corporation is a party or to which its property is subject, which, if determined adversely to the corporation, would
be material in relation to the corporation’s undivided profits or financial condition. There are no proceedings
pending other than routine litigation incident to the business of the corporation and its banking subsidiaries. In
addition, no material proceedings are pendmg or are known to be threatened or contemplated against the
corporation by government authorities.

Householding

We have adopted a procedure approved by the SEC called “householding.” Under this procedure, multiple
shareholders who share the same last name and address and do not participate in electronic delivery will receive
only one copy of the proxy materials, unless they notify us that they wish to continue receiving multlple coples
We have undertaken householding to reduce our printing costs and postage fees. )

If you wish to continue to receive multiple copies of the proxy materials at the same address, additional
copies will be provided promptly to you upon request. You may request multiple copies by notifying us in writing
or by telephone at:

Harleysville National Corporation

ATTN: Shareholder Services

483 Main Street

P. O. Box 195

Harleysville, PA 19438-0195

Telephone (215) 256-8851 or toll-free @ 800-423-3955

You may opt-out of householding at any time prior to thirty days before the mailing of proxy materials in March of
each year by notifying us at the address above.

If you share an address with another shareholder and currently are receiving multiple copies of the proxy
materials, vou may request householding by notifying us at the above-referenced address or telephone number.

Discretionary Voting Authority

In connection with Harleysville’s 2008 annual meeting and pursuant to SEC Rule 14a-4 under the
Securities Exchange Act of 1934, if the shareholder’s notice is not received by Harleysville on or before February
7, 2008, the Corporation (through management i)roxy.holders) may exercise di‘sdretjonary voting authority when
the proposal is raised at the annual meeting without any reference to the matter in the proxy statement. :

- - - . L
X U -’
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Additional Information . o .

Any sharcholder may obtain a copy of Harleysville National Corporation’s Annual Report on Form
10-K for the fiscal year ended December 31, 2006, including the financial statements and the schedules thereto,
required to be filed with the Securities and Exchange Commission, without charge, by submitting a written request
to Liz Chemnitz, Senior Vice President and Assistant Secretary. of the corporation, Harleysville National
Corporation, 483 Main Street, P:O. Box 195, Harleysville, Pennsylvania 19438-0195, telephone 800-423-3955.
You may also view.these documents on our website at www:hncbank.com, select Investor Informatlon and then

click on “Documents/Filings.” -

Other Matters ' | ‘ _ C e s

The Board of Directors does not know of any matters to be presented for consideration other than the
matters described.in the accompanying Notice of Annual Meeting.of Shareholders, but; if any matters are properly -
presented, persons named in the accompanying proxy intend to vote on:such matters in’ accordance with their best

judgment.

r

By Order of the Board of Directors,

ot Walfer E. Daller, Jr.
' Chairman of thé Board

- .. . . , r
. . : 4 s A

" Date: March 22, 2007

-y

‘!Harleysvﬂle
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!HarICYSVille ANNUAL MEETING c?: SH.AREHOLDERS

HARLEYSVILLE NATIONAL CORPORATION
NATIONAL/CORPORATION Tuesday, Aprll 24, 2007
HARLEYSVILLE NATIONAL CORPORATION YOTE BY INTERNET - yww. proxyvota com
483 MAIN STREET Use the Intemet lo transmit your vollng instructions and for etectronic
v ! : M.
HARLEYSVILLE, PA 19438 | Citof date or meetng date. Have your prosy card in hand when you

access the web site and follow the Instructions to obtain your records and
to create an electronic voting Instruction form.

ELECTRONIC DELIVERY OF FUTURE SHAREHOLDER
COMMUNICATIONS

if you would like to reduce the cosls incurred by Harleysville National
Corporation in mailing proxy materlals, you can consent to receiving alf
future proxy statemnents, proxy cards and annual reports electronically
via e-mail or the Internet. To sign up for electronic delivery, please follow
the instructions above to vote using the Internet and, when prompted,
indicate that you agree lo receive or access shareholder communications
elactronically in fulure years.

VOTE BY PHONE - 1-800-690-6903

Use any touch-tone telephone to transmit your voling instructions up until
11:59 PM. Easlern Time the day before the cut-off date or meeting dats,
Have your proxy card in hand when you calt and then follow the instructions,
VOTE BY MAIL

Mark, sign and date your proxy card and return it in the postage-paid
envelope we have provided or retumn it to Harleysville National Corporation,
¢/o ADP, 51 Mercedes Way, Edgewood, NY 11717

TO VOTE, MARK BLOCKS BELOW IN BLUE OR BLACK INK AS FOLLOWS: HNCORA KEEP THIS PORTION FOR YOUR RECORDS

THIS PROXY CARD IS VALID ONLY WHEN SIGNED AND DATED,  DETACHAND RETURN THIS PORTION ONLY

HARLEYSVILLE RATIONAL CORPORATION

'THE BOARD OF DIRECTORS RECOMMENDS A
' VOTE FOR THE ELECTION OF THE CLASS A . o T
F Withhold For Al
, DIRECTORS LISTED BELOW. For Witk withold aut AN 2y vl
1. TO ELECT TWO CLASS A DIRECTORS TO : rumbexts) of the naminee(s) on the fna below.
SERVE FOR FOUR-YEAR TERMS: .
01} Harold A. Herr ) o. _O a

02) Stephanie 5. Mitchell

2. In their discretion, the proxies are autherized to vote upon such other business as may propedy come before the Annual Meeting and any
adjoumnment or postponement thereof,

THIS PROXY, WHEN PRdPERLY SIGNED, WILL BE VOTED IN THE MANNER DIRECTED HEREIN BY THE UNDERSIGNED SHAREHOLDER. IF
NO DIRECTION IS MADE, THIS PROXY WILL BE VOTED AS RECOMMENDED BY THE BOARD OF DIRECTORS.

PLEASE SIGN, DATE AND RETURN THIS PROXY CARD PROMPTLY IN THE ENCLOSED ENVELOPE.

Note:  Pleasa sign exactly as your name or names appear(s} on this Proxy. When shares are held joinlly, each shareholder should sign. When signing
as executor, administrator, attomey, trustee aor guardian, please give full titte as such., If the signer is a corporation, pleasa sign full corporate
name by duly authorized officer, giving full tile as such. If signer is a parinership, please sign in partnership name by authorized person.

For address changes and/or comments, please check this box 0
and write them on the back where indicated.

Please indicate if you plan to attend this meeﬁﬁg. 0 (D]

Yes Ko

Signature [PLEASE SIGN WITHIN B0X) Date Signature (Joim Owners) Date




Harleysville .Natlonal Corporatlon'
Annual Meeting - 9:30 a.m.
Breakfast - 8:30 a.m.
April 24, 2007
FOR YOUR CONVENIENCE - RETAIN FOR YOUR REFERENCE ' ’

Harleysville National Corporation will conduct its Annual Meehng of Shareholders on Tuesday, April 24, 2007, at 9:30a.m. at Premdenhal Caterers,
2910 DeKalb Pike, Nomistown, Pennsytvania 19401,

Breakfast will be served prior to the Annual Meeting, beginning at 8:30 a.m. The meeting will convene promptly at 9:30 a.m.

Please return yon.ir proxy vote if you have not already done s0.

If you find that your plans have changed and you will be unable to join us for the annual meeting and breakfast, kindly-call '
Harleysville National Corporation’s Shareholder Services Department at 215-513-2305 and help us eliminate unnecessary charges. '
Thank you,

birections to Pr‘esldentlal Caterers
1 . 2910 DeKalb Pike - Norristown, PA 19401
610-275-7300

NOTE TO ALL DRIVERS There is a traffic island in the middle of the road on Route 202 just in front of Presidential's dnveway so you
CANNOT make a left turn off Route 202 into the driveway. You MUST enter the driveway with a right tum.

From King of Prussia - Take Route 202 North through Norristown to East Norriton. After crossing the intersection at Germantown Pike, the
driveway to Presidentia! will be on your right. - I ‘

From Montgomeryville & Lansdale - Take Route 202 South to East Nomiten. Turn right at Township Line Road (CVS Pharmacy on comer).
Go one block and tumn left at Swaede Road. Proceed to Germantown Pike and turn left. Second light, Route 202 (DeKalb Pike) tum left. Driveway to
Presidential will be on your right.

From Philadeliphia - Take Schuylkill Expressway to Plymouth Meeting. Exit Route 476 North to Germantown Pike-West Exit. Follow
Germantown Pike-West to Route 202 North {DeKalb Pike). Make a right onto Route 202; driveway to Presidentia! will be on your right.

From Main Line - Take 476 North (Biue Route} to Germantown Pike-West Exit. Follow Germantown Pike-West to Route 202 North
{DeKalb Pike). Make a right onto Route 202; driveway to Presidential will be on your right. .

From Willow Grove - Take PA-Tumpike (Route 276) to Nomistown Exit. Follow Germantown Pake-West to Route 202 North (DeKalb Pike).
Make a right onto Route 202; driveway to Presidential will be on your right.

HARLEYSVILLE NATIONAL CORPORATION
. REVOCABLE PROXY

. ANNUAL MEETING OF SHAREHOLDERS TO BE HELD ON APRIL 24, 2007
_THIS PROXY IS SOLICITED ON BEHALF OF THE BOARD OF DIRECTORS

The undersigned hereby constitutes and .appoints Tracie A. Young, Senior Vice President, Chief Compliance Officer and
Louis P. Spinelli, Executive Vice President and each or any of them, proxies of the undersigned, with full power of substitution, to
vote all of the shares of Harleysville National Corporation (the "Corporation”) which the undersigned may be entitled to vote at the
Annual Meeting of Shareholders of the Corporation 1o be held at Presidential Caterers, 2910 DeKalb Pike, Norristown, PA 19401,
on Tuesday, April 24, 2007, at 9:30 a.m., prevailing time, and at any adjournment or postponemeni thereof, as follows:

Address Changes/iComments:

(M you noted any Address Changes/Comments above, please mark corresponding box on the reverse side.)

PLEASE SIGN, DATE AND RETURN THIS PROXY CARD PROMPTLY IN THE ENCLOSED ENVELOPE.

(Continued and to be signed on the reverse side)
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Corporate Information

Copies of the Corporation’s Annual Report to the
Securities and Exchange Commission (Form 10-K) are
available, without charge, 10 shareholders online at
www.hnebank.com. Copies may also be requested in
writing. Direct correspondence to: Liz Chemnitz, Senior
Vice President and Assistanu Corporate Secretary,
Administrator, Shareholder Services, 483 Main Sureet, P.O.
Box 195, Harleysville, PA 19438, For information on ouar
financial services solutions visit www harleysvillcbank.com
or call 1-888-HNB-2100. You may also contact Milleanium
Wealth Management and Private Banking at
www.mwmpb.com or 1-888-611-7400.

Annual Meeting

The 2007 Annual Meeting of Shareholders of Harleysville
National Corporation will be held at Presidential Caterers,
Norristown. PA, on Tuesday, April 24, 2007, at 9:30 a.mn.

Nasdag National Market Makers

As of December 31, 2006, the {ollowing firms made a
market in the Corporation’s common stock: UBS Securities
LLIC, Goldman Sachs & Co., Ferris, Baker Watts, Inc.,
Janney Montgomery LLC, Lehman Brothers Inc. and
Boenning & Scattergood, inc.

Stock Listing

Harleysvilie National Corporation common stock is lldd(_d
under the symbol HNBC. The stock is commaonly quoted
under NASDAQ National Market Issues. At the close of
business on December 31, 2006, there were 3,h61
sharcholders of record.

Dividend Reinvestment Plan

The Corporation has a Dividend Reinvesument and

Stock Purchase Plan. Interested shareholders can obtain
more information or regisier for this service by contacting
American Stock Transfer & Trust Company. The
American Stock Transfer dividend reinvestment number
is 1-800-2784853. It is different from their sharcholder
services number, 1-800-937-544Y,

Dividend Direct Deposit

Sharcholders not participating in the Dividend
Reinvestment Plan may opt to have their dividends
deposited directly into their checking or savings account at
any financial institvdon participating in the Automated
Clearing House (ACH) system. To register, contact -
American Stock Transler & Trust Company.

R¥Harleysville

NATTONALY CORPORATION

Auditors

Grant Thomton LLP, Two Commerce Square,

2001 Market St., Suite 3100, Philadelphia, PA 19103,
2155614200

Registrar/Transfer Agent
American Stock Transfer & Trust Company,
A0 Maiden Lane, New York, NY 10038, 1-800-937-5449

Harleysville National Corporation
Board of Directors

Walier E. Daller. Jr.. Chairman
Walter R, Bateman, (1
LecAnn B. Bergey

Harold A. Herr

Thomas C. Leamer

Stephanic 8. Mitchell
A. Ross Myers
Demetra M. Takes
James A, Wimmer
William M. Yocum#*

* Director Emeritus

Executive Officers as of December 31, 2006

Walter E. Daller, Jr., Chairman, Harleysuille National
Corporation; Chairman, Harteysville Netional Bank

Demetra M. Takes, Interim President and Chief Executive
Officer, Harleysville National Corporation; President and Chief
Executive Officer, Harleysville National Bank

Michael B. High, [xecutive Vice President and Chief
Operating Officer, Harleysvitle National Corporation;
Executive Vie President, Chief Operating Officer, Harleysville
Nuational Bank

George S. Rapp, CPA. Executive Vice President and Chief
Financial Officer, Harleysville National Corporation; Fxecutive
Vice President and Chief Financial Officer of Harleysville
National Bank

John W. Eisele, Executive Vice President, Harleysville National
Corpuration; President, Millenninm Wealth Management &

Private Banking

Lewis C.VCyr, Executive Viee President, Harleysville National
Carporation; Executive Vice President and Chief Lending
Officer, Harleysvifle National Bank

James F. McGowan, Fxecutive Vice President, Havleysuille

National Corporation; Executive Vice President and Chief
Credit Officer, Harleysuille National Bank
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